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The Implications of Stock Market Reaction 
(Non-reaction) for Financial Accounting 


Standard Setting* 


R. D. Hines 


Introduction 


Probably the most popular area of accounting 
research in recent years has been the examination 
of security price response to mandatory accounting 
policies, as signalled ky standard setters’ deliber- 
ations and decisions. In the United States the 
Financial Accounting Standards Board (FASB) 
and the Securities and Exchange Commission 
(SEC) have endorsed this line of enquiry by ini- 
tiating a policy of sponsoring research studies of 
the effects of accounting policy choices on security 


prices. Additionally, several researchers have ex-~ 


amined security price response to the imple- 
mentation of discretionary accounting decisions 
(see, for example, Gordes [1978]; Harrison [1977] 
and Ingram [1978]). 

Recently, a numbez of reviews have appeared, 
which have provided a coherence and perspective 
on security price response research which was 
previously lacking (see Chow [1983]; Foster [1980]; 
Holthausen and Leftwich [1983]; Kelly [1983]; Lev 
and Ohlson [1982] and Ricks [1982]). The authors 
of these reviews have for the most part adopted a 
methodological perspective. They have, inter alia, 
elucidated the limitations of the methods used in 
studies in this area, and emphasised the caution 
which must conseqtently be exercised in inter- 
preting results. Some of them have gone further, 
and suggested various ways in which some limit- 
ations may be overcome and existing research 
extended. Each of them has advocated the need for 
theory, to assist in interpretation of results, to 
increase the power of tests, to strengthen gener- 
alisability of results and to enable extension of 
existing research. 

The objective of this paper is to consider further 
some theoretical problems which relate to this area 
of research. Whilst most of these problems are not 


*The author gratefull, acknowledges the very helpful and 
constructive comments and suggestions of an anonymous 
reviewer, Graham Partington and Professor Len Skerratt. 
Responsibility remains with the author for error or omission. 


completely new, it would seem that they warrant 
further consideration. Emphasis has been placed in 
this paper on considering market non-reaction, 
because few researchers seem to have considered at 
length the meaning of a ‘non-reaction’. Consid- 
eration of the interpretations which may be at- 
tached to non-reaction leads to some interesting, 
and disturbing, theoretical implications for market 
reaction research. It is possible that at least some 
of the problems raised here will not be amenable 
to ready solution by future methodological im- 
provements. It is also argued that, at this stage, 
little that is relevant to standard setters regarding 
the ‘effects’ of accounting standards can be inferred - 
from market response studies. 

A brief summary of the historical development 
of market reaction research follows, in order to 
convey the context in which a number of the 
problems discussed in this paper arose. The re- 
mainder of the paper is devoted to elucidation of 
these problems. 


Accounting and share prices: 
historical development 


The suggestion that capital market research may 
have relevance’ to accounting was first enunciated 
by Beaver [1968], who defined accounting ‘infor- 
mation’ as an accounting datum which, upon its 
release, precipitates an immediate stock market 
reaction. It was subsequently found that there was 
a significant security price reaction to annual earn- 
ings announcements (Beaver [1968]), earnings per 
share estimate announcements by company 
officials (Beaver [1968]), quarterly earnings an- 
nouncements (May [1971]) and dividend an- 
nouncements (Spangler [1973]). These results were 
generally interpreted as being consistent with the 
hypothesis that the capital market views the an- 
nouncements as providing, directly or indirectly, 
information pertinent to the valuation of stocks. 

In the early 1970s, research was extended to tests 
of capital market reaction in response to changes 
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in accounting procedures. For example, Ball [1972] 
examined market reaction to a total of 267 various 
accounting changes made by 197 firms over the 
1946 to 1959 period. Ball’s aim was to test the 
‘mechanistic’ or ‘monopolistic’ hypothesis that the 
capital market reacts blindly or ‘mechanistically’ to 
accounting changes. After testing this hypothesis, 
Ball concluded that ‘in short, changes in account- 
ing techniques do not appear to be associated with 
market adjustments in a consistent direction for 
the average firm’ ({1972], p. 23). Thus he rejected 
the mechanistic hypothesis. 

Sunder [1973], in a similar study, also rejected 
the mechanistic hypothesis. Studying the effect on 
stock prices of a switch to the LIFO method of 
inventory valuation, which often results in lower 
tax, hence increased economic value of the firm, 
but lowers accounting income, he concluded that 
‘no evidence could be found to support the view 
that the reduction in reported earnings of a firm 
which accompanies a switch to LIFO method is 
viewed by the stock market as a sign of adverse 
performance’ ((1973], p. 39). 

Other researchers interpreted their results of 
capital market testing more broadly. Gonedes 
[1972], for example, stated that ‘market trans- 
actors, in the aggregate, do not blindly accept and 
use only accounting numbers in establishing mar- 
ket prices’ ([1972], p. 16), and from this statement, 
went on to conclude that: 


Since market transactors, in the aggregate, do 
not blindly accept and use accounting numbers 
only, the market’s reactions to accounting num- 
bers ... provide reliable indications of account- 
ing numbers information content. If these reac- 
tions do exist, then the implication is that 
accounting numbers do reflect events that affect 
the values of firms (i.e. that they do have 
information content) ({1972], p. 16). 


Conversely, if short-term stock price reactions do 
not occur, then the particular accounting number 
did not affect or reflect events that affect the value 
of a firm: 


For example, it is quite possible that the infor- 
mational content [i.e. reflection of an event that 
affects the value of a firm] of, say, accounting 
income numbers computed according to one 
procedure will be insignificantly, or no different 
from income numbers computed according to 
an alternative procedure, as revealed by the 
reactions of the market (Gonedes [1972], p. 16). 


In fact Gonedes [1972], Beaver [1972] and Beaver 
and Dukes [1972], went further, and suggested that 
obervations of -market reactions to accounting 
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numbers should govern evaluations of the informa- 
tional content of these numbers, and evaluations of 
procedures that are used to produce these num- 
bers. In other words, it was advocated that the 
accounting alternative that produced accounting 
numbers with the highest association with market 
prices was the preferred alternative. Beaver and 
Dukes [1972] stated: 


The method which produces earnings numbers 
having the highest association with security 
prices is the most consistent with the informa- 
tion that results in an efficient determination of 
security prices...[and] it is the method that 
ought to be reported ((1972], p. 321). 


This contention was later rejected by these authors 
(see for example, Gonedes and Dopuch [1974]), but 
they continued to maintain that ‘capital market 
efficiency, taken by itself, provides sufficient 
justification for using prices of (or rates of return 
on) firms’ ownership shares in assessing the effects 
of alternative accounting procedures or 
regulations’ (Gonedes and Dopuch [1974], p. 50 
and p. 114). | 

Thus the proposition arose that the substan- 
tiveness (i.e. containing information; reflective of 
an event that affects the value of a firm) of an 
accounting change is indicated by the presence of 
a stock market reaction to the accounting change, 
and conversely, that the triviality (i.e. not contain- 
ing information; not reflective of an event that 
affects the value of a firm) of an accounting change 
is indicated by the absence of a stock market 
response to such a change. Interpreted in the light 
of this proposition, market non-reaction to ac- 
counting changes, such as found by Ball [1972] and 
Sunder [1973], suggested that such changes are not 
substantive, that they do not possess information 
content, and that they do not reflect events which 
affect the value of the firm. (This was not the 
interpretation adopted by Ball [1972] and Sunder 


{1973] themselves). Kaplan and Roll [1972] inter- 


preted their own results in accordance with this 
proposition. Having observed a stock price non- 
response by firms which made changes in their 
accounting for investment credits, they concluded 
that: ‘earnings manipulation may be fun but its 
profitability is doubtful. We have had difficulty 
discerning any statistically significant effect it has 
on security prices’ ([1972], p. 245). 

The implicit conclusion is this: that because the 
accounting change did not precipitate an immedi- 
ate price response, it did not possess informational 
content; nor was it associated with any change in 
the value of the firm, either in the long or short 
term. 

Beaver [1973] suggested that the FASB had 
spent unwarranted resources in considering ‘trivial 
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accounting issues.! He included as trivial the in- 
vestment credit controversy, issues regarding the 
definition of extraordinary items, interperiod tax 
allocation, earnings per share computation in- 
volving convertible securities, and accounting for 
marketable equity securities ([1973], p. 52). 

Further studies since this time, and a re- 
examination of the methodology of previous stud- 
ies, has resulted in some doubts as to whether the 
market can indeed comprehend fully and quickly 
the differences in accounting techniques used by 
firms (Lev and Ohlson [1982], pp. 268-275; Ricks 
[1982], pp. 75-79, 92-96). Further research is 
required to clarify this issue, but at this stage, as 
Lev and Ohlson [1982, p. 275] state: 


Strong policy recommendations, for example, 
that the FASB should not concern itself with 
uniformity of accounting techniques or with 
how financial information is ‘packaged’ (e.g. 
Beaver [1973]), are at best premature. At worst, 
the potential dysfunctional effects of such a 
policy implementation could make investors 
uncomfortable and cause some to ‘withdraw’ 
from the market. 


Recently, many researchers have studied short- 
term market price response to accounting stan- 
dards and discretionary accounting changes.’ Al- 
though a number of methodological changes and 
improvements have been introduced, such studies 
still are largely dependent upon the equation of 
short-term price response with ‘information con- 
tent’ and/or economic ‘substantiveness’. 

Many of these studies relate to the impact of 
different events, but when different researchers 
have studied the stock market impact of the same 
event results have frequently been inconclusive or 
contradictory, not only with respect to the mag- 
nitude and direction of the share price effect, but 


with respect to whether or not there indeed was an. 


effect. For example, Lev [1979], Collins and Dent 
[1979], and Jain [1983] found a negative stock price 
revision by full cost firms in response to the Oil and 


'Reaver’s definition of ‘trivial’ also included a consideration 
of cost. To be ‘trivial’, not only must a change in the 
accounting method not produce a market response, but there 
must be no cost to investors in adjusting to the new method, 
and no additional cost to the firm in reporting the new 


_ method. 


2An inexhaustive list of such recent studies includes: 
Abdel-khalik and McKeown [1978], Beaver et al. [1980], Bell 
[1983], Biddle and Lindahl [1982], Brown [1980], Chow [1983], 
Collins and Dent [1979], Collins ef af. [1978], Collins er al. 
[1982], Dukes [1978], Dyckman and Smith [1979], Gheyara 
and Boatsman [1980], Gonedes [1978], Harrison [1977], 
Haworth et al. [1978], Ingram [1978], Ingram and Chewning 
[1983], Jain [1983], Lev [1979], Noreen and Sepe [1981], 
Pastena [1979], Ricks [1982], Ro [1978 and 1980], Schipper and 
Thompson [1983], Sepe [1982], Smith [1981], Standish and Ung 
[1982] and Vigeland [1981]. 
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Gas Industry Accounting Exposure Draft [FASB, 
1977], whereas Haworth et al. [1978] concluded that 
the Exposure Draft did not have a significant 
permanent stock price effect on full cost firms. 
Dyckman and Smith [1979], studying reaction to 
the same event, found inconclusive results. 

Chow [1983] summarised the results of twenty- 
seven market reaction studies relating to fifteen 
accounting regulations, and stated: ‘among the six 
regulations that have been subjected to evaluation 
by multiple studies, three generated conflicting 
conclusions regarding the existence of an effect’ 
(Chow [1983], p. 85). 


Limitations on the usefulness of 
market reaction research to 
standard setters 


1. Problems with Using Market Reaction (Non- 
reaction) as a Surrogate for Stock Market Effects 
(No Effects) 


Market reaction studies usually rely on the equa- 
tion of stock market impact (no impact) with 
immediate stock price response (non-response). 
However, as argued below, a number of theoretical 
problems exist in using market response as a 
surrogate for stock market ‘impact’, ‘substan- 
tiveness’ or ‘effect’. | 

Of course many methodological problems are 
involved in observing whether indeed the market 
does or does not ‘react’ to an accounting standard. 
The previously mentioned reviews of capital mar- 
ket research deal with these problems, which are 
progressively being resolved by researchers. But 
even when sufficiently powerful methodologies 
have been refined to allow a confident response/ 
non-response finding, what interpretation may be 
attached to such a finding? This paper argues that, 
for the reasons given below, a market response 
(non-response) is not an adequate indication of the 
ultimate stock market impact (non-impact) of an 
accounting standard or accounting change. These 
reasons are trivial in themselves: for example, few 
researchers would disagree that stock markets are 
not perfectly efficient (point (a) below), or that 
market efficiency does not imply omniscience 
(point (b)). However these two points do imply 
that a market reaction may not capture the full 
price impact of an accounting regulation. Clearly, 
a price response (non-response) will not capture 
the unanticipated cash flow consequences of an 
accounting regulation, and these unanticipated 
consequences may be significant. Perhaps, since the 
point is so obvious, researchers are well aware of 
it; however the author is not aware of a single 
market reaction study which has explained this 
seemingly important restriction on the extent to 
which a market response study captures the full 
impact of an accounting regulation. One wonders 


| 
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whether standard setters such as the FASB and 
SEC, which commission market reaction studies, 
are aware of this important restriction applying to 
the results of such studies. 


(a) Contrary evidence to market efficiency 


As Lev and Ohlson ((1982], p. 287) state, ‘the 
degree of market information efficiency is still very 
much an open question’. Accumulating evidence 
suggests that new information is not impounded in 
prices ‘instantaneously’, and some studies have 
indicated the possibility of earning risk-adjusted 
excess returns (see Lev and Ohlson [1982], pp. 
284-5, for a review of both these groups of studies). 
‘The bottom line seems to be that empirical ac- 
counting research has not been particularly sup- 
portive of... the ECM [Efficient Capital Markets] 
hypothesis’ (Lev and Ohlson [1982], p. 284). 

Of course, in practice, hypotheses and theories 
do not generally hold perfectly, and (as Lev and 
Ohlson acknowledge [1982], p. 286), neither the 
ambiguity of some empirical evidence nor the 
inadequacy of present definitions of market 
efficiency should overshadow the fact that these 
concepts have played, and probably will continue 
to play, an important role in empirical accounting 
research. From a standard-setting perspective, 
however, the results of economic impact studies 
must be treated with caution as long as the degree 
of market efficiency remains in doubt. 


(b) Market efficiency does not imply market omni- 
science 


Traditionally, an information-efficient capital 
market has been described as one which impounds 
new information both ‘rapidly’ and ‘unbiasedly’ 
into share prices (see Beaver [1981] for a modern, 
rigorous definition of capital market efficiency). 

Even if capital markets were perfectly informa- 
tionally efficient, this would not necessarily ensure 
that an immediate market response (or non- 
response) would capture the full stock market 
impact of an accounting regulation or dis- 
cretionary decision. ‘Instantaneously’ and 
‘unbiasedly’ have no implications whatsoever for 
omniscience or ‘correctness’ of response. Share 
prices, and share price reactions to accounting 
changes, only reflect the average, or consensus of 
shareholders’ expectations about the ultimate 
effects of the change on the value of a firm™—not 
the actual effects of the change. An accounting 
standard may have implications for the future cash 
flows, future dividends and future share price of a 
firm, but often shareholders, and even manage- 
ment themselves, may be unaware or uncertain at 
the time of the change, of these effects upon the 





Beaver ((1981], p. 24) characterises the capital market 
pricing process as a mapping of investor endowments, preter 
ences and beliefs into share as 
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firm, or the direction, much less the magnitude, of | 


these long-term and indirect effects. For example, 
a discretionary accounting decision, or an account- 


ing standard, may have implications for a firm’s - 


ability to comply with debt covenants, both now 


and in the future, and/or its ability to, and the | 


terms on which it may, procure further finance, 
now and in the future (see Dhaliwal |1980]). It may 
affect management’s future operating andin- 
vestment decisions (see Foster [1978], pp. 536-7; 
Graber and Jarnagin [1979], and Rappaport and 
Prakash [1975, 1977]), which may ultimately affect 
the risk and/or the profitability of the firm. Simi- 
larly an accounting decision or standard may affect 


‘a firm’s ability to maintain its dividend payout, 


and/or it may affect its future ‘political’ costs: for 
example, an accounting standard which increases a 
firm’s income may indirectly, and in the long-term, 
affect the extent to which a firm is subjected to the 
costs of government regulation and intervention 
(Watts and Zimmerman, [1978]). Additionally, by 
affecting a firm’s income, an accounting standard 
or decision can affect the wage demands and strike 
action to which a firm or industry is prone (Cooper 
and Essex [1977]); also the level of competition 
facing a firm can be affected (Hagerman and 
Zmijewski [1979], pp. 144-5). An accounting deci- 
sion or standard which affects the volatility of a 
firm’s income may also indirectly affect the risk 
attaching to its securities (see Barnea et al. [1976]: 


Collins et al. [1981], p. 46, and Lev and Kunitsky ~ 


[1974]). 

The many and often indirect and delayed con- 
sequences such as these, which may occur as a 
result of an accounting change or standard,* are 
not known with certainty, and may not even be 
envisaged, at the time of the release of information 
based on the change or standard. It is clear, for 
example, from the testimony of managements and 
other interested parties in hearings before the SEC 
(FASB [1978b]) in relation to the FASB oil and gas 
industry accounting standard, that many effects 
flowing from implementation of the standard were 
expected to be indirect, long-term, and uncertain at 
the time of implementation. 

The future is uncertain and unpredictable, and 
for this reason, the ‘best’ immediate estimate of 
investors as to the future cash flow/dividend/share 
price implications of an accounting standard (i.e. 
immediate stock price response (non-response)), 
may not prove to have been a very ‘good’ estimate. 
A share price is, after all, said to be the ‘best’ 
estimate of a security’s worth only in the sense 
that the average investor will not be able to 
arrive consistently at a ‘better’ estimate and hence 
be able to earn consistently risk-adjusted abnormal 





‘See Hines [1983] for a summary of the possible direct 
and indirect effects of an accounting change or accounting 
standard. 
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returns. Since the unanticipated consequences of 
an accounting standard may be significant, stand- 
ard setters should not assume, as have many 
researchers,’ that a market non-reaction neces- 
sarily implies that a standard has no economic 
effect and/or no stock market effect,® or conversely, 
that a market reaction captures the ultimate share 
price effects of a standard. 


2. Problems with Using Market Reaction (Non- 
reaction) as a Surrogate for Information Content 
(Non-content) and/or Usefulness (Non-usefulness) 


As discussed in the preceding section, some 
recent market reaction studies have been inter- 
preted by their authors as studies of the ‘impact’ of 
accounting standards or decisions upon share 
prices (rather than as tests of ‘information content’ 
or ‘information usefulness’ of accounting disclo- 
sures). Nevertheless, there are still frequently cited 
recent studies in this area which rely on an ‘infor- 
mation content’ interpretation. For example, a 
symposium of three studies (Gheyara and Boats- 
man [1980], Beaver et al. [1980] and Ro [1980]) 
examined share price reaction to the replacement 
cost (RC) disclosures mandated by ASR 190. None 
of these studies found a statistically significant 
share price reaction to these disclosures. The intro- 
ductory. paper to the Symposium (Watts and 
Zimmerman [1980]) which provided an overview 
of the studies, presented alternative interpretations 
for the findings of no reaction. These alternatives 
were: 


l. No information. ASR 190 replacement cost 
data contain no information either because 
the data are irrelevant to the valuation of 
Shares, or because the capital market has 
alternative sources of information about re- 
placement costs. 

. Externality. ASR 190 contains information, 
but the information is not specific to the 
disclosing firms and its value is not reflected 
in the market value of the disclosing firms’ 
shares. In other words, the information is 
useful to investors in general. 


wo 


‘For example, the introductory paper (Watts and 
Zimmerman [1980]) to a symposium of three studies (Gheyara 
and Boatsman [1980], Beaver et al [1980] and Ro [1980]), 
which all found no statistically significant share price reaction 
to Accounting Series Release (ASR) 190, was entitled ‘On the 

Irrelevance of Replacement Cost Disclosures for Security 
Prices’. The conclusions of this paper were congruent with the 
title. See further below. 

Of the twenty-seven studies summarised by Chow [1983], 
only fourteen studies reported significant changes in the 
securities market in response to the accounting regulation 
studied (p. 85). 


T 


3. Learning effect. The replacement cost data 
were ‘new’ and market participants have not 
yet learned how to evaluate or process it. 

4. Methodological defects. Alternative more 
powerful methodologies would show an 
effect ([1980], pp. 97—98). 


The interpretation favoured by the authors of each 
of the studies, however, was that of ‘no information 
content? (Gheyara and Boatsman [1980], p. 107 
and p. 122; Beaver et al. [1980], p. 128 and p. 155; 
Ro [1980], p. 159 and p. 183). They all concluded 
that ‘there is no evidence that stock investors used 
this information’ (Watts and Zimmerman [1980], 
p. 104) [emphasis added]. 


(a) Market reaction (non-reaction) is not a neces- 
sary condition for information usefulness (non- 
usefulness) 


This section will argue that to eguate market 
non-reaction with ‘no information content’, and to 
equate ‘no information content’ with non-usage by 
investors, as illustrated by the abovementioned 
replacement cost reaction studies, may not be 
helpful to standard setters, and may even be mis- 
leading to them. 

Although it is appealing to empirical researchers 
to define ‘information content’ by reference to 
revisions of expectations, and hence stock price 
response, the relevance of this to standard setters 
is questionable. It may be a rather extreme view, 
from a standard setting perspective, to take a 
market non-reaction to indicate that investors did 
not use information, or that information is useless. 
For instance accounting reports appear to contain 
information which is used by investors in their 
decision-making but which does not produce a 
price response. For example, Hines [1982] con- 
cludes from a summary of the results of a number 
of shareholder surveys of annual report usage that 
shareholders do use annual reports in their deci- 
sion making, even though annual reports generally 
contain little that is ‘new’ and so shareholders 
seldom buy and sell shares in response to them. In 
addition to the investor surveys cited by Hines 
[1982], Chang and Most [1979], in a comprehensive 
survey of financial analysts, institutional investors 
and individual investors, in the USA, UK and New 
Zealand, found that annual reports were a very 
important source of information to each of these 
groups in all three countries. Indeed, responding 
US individual investors, institutional investors and 
financial analysts; UK institutional investors; and 
New Zealand financial analysts, based on mean 
values, all rated corporate annual reports as their 
most important source of information (Chang and 
Most [1979], pp. 34-41). Relying on the results of 


shareholder surveys, Hines [1982] suggests that 
annual reports may be an important input to 
investors’ decision making, specifically, inter alia, 
providing confirmation of information which in- 
vestors have previously received, and as a con- 
venient summary of operations, performance, and 
financial position assisting investors in their asses- 
sment of risk. ‘An important implication for ac- 
counting of this conclusion [that investors use 
annual reports] is that short-term stock market 
reaction is not an adequate indication of the 
usefulness of accounting information to investors’ 
(Hines [1982], p. 309).’ 


(b) Market reaction (non-reaction) does not take 
account of information synergism in investor 
decision-making 

Another reason that market reaction is not an 
adequate surrogate for the usefulness of informa- 
tion to investors, is that, as Anderson [1975] has 
argued, to attribute an investor decision, or the 
aggregation of such decisions (i.e. a market reac- 
tion), to the item of information immediately 
preceding that decision, arbitrarily ‘allocates all 
information content to one component of a jointly 
induced behavior change... By arbitrarily assign- 
ing all information content to the items whose 
transmission coincides with perceived action 
we overlook the synergistic effect of information’ 
(p. 510). 

Investor surveys indicate that investors use 
many items of information in their investment 
decision making, including interim and pre- 
liminary final accounting reports, annual reports, 
company releases, newspaper reports, stockbroker 
advice, friends’ advice, government publications, 
and advisory services.’ Since investors process 
many items of information, it is not unreasonable 
to assume that all these information items interact 
in some way in investors’ decision making pro- 
cesses. Hence when an investor makes an ultimate 
decision to buy or sell shares, it is likely to be a 
decision based upon much, or some, of the infor- 
mation which he has processed up until that time. 
Controlling for ‘confounding events’ obviously 
does not address this type of cognitive information 





"Wyatt ({1983], p. 62) discusses other uses of periodic 
reports, including the annual report: ‘it permits an evaluation 
of the credibility of periodic news release data [since the 
annual report is audited]; it permits entity-to-entity com- 
parisons. It permits comparisons with expectation and evalu- 
ations of forecasts and of management forthrightness. It 
provides a basis for assessing management performance.’ 
See Hines [1982], Column 6, Table 1, which summarises 
investor information sources according to the results of a 
number of investor surveys by various researchers. 
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interaction problem. An important implication of 
this point, not discussed by Anderson [1975], is 
that the corollary of Anderson’s argument is also 
valid. That is, it is fallacious to assume that 
the absence of an immediate market reaction to an 
item of information indicates that investors will 
not use that information in their decision-making. 


3. Inadequacies of Market Reaction (Non-reaction) 
as a Surrogate for Stock Market Effects (No 
Effects) and/or Information Usefulness (Non- 
usefulness) Due to Low Power of Tests Relative to 
Small Magnitude of Effects Being Studied 


Research findings are the joint result of the 
power of tests and the magnitude of the events 
being observed. The problems of experimental 
design and the power of statistical tests to discern 
a market reaction are discussed in the previously 
mentioned reviews: Chow [1983]; Foster [1980]; 
Holthausen and Leftwich [1983]; Kelly [1983]; Lev 
and Ohlson [1982] and Ricks [1982], and also 
Brown and Warner [1980, 1983]. The problems of 
experimental design and low test power are, to 
some extent, gradually being resolved by research- 
ers. One problem that is likely to remain, however, 
is that even if market reaction were an adequate 
surrogate for the market effects and/or informa- 
tion content of an accounting standard, the mag- 
nitude of the effect of most accounting standards 
is small relative to the variability of firms’ share 
prices. Beaver [1982], Holthausen and Leftwich 
[1983], and Lev and Ohlson [1982] recognise this 
point. This problem must be seen to be com- 
pounded, however, if it is accepted that investors 
are unable to foresee immediately all the cash flow 
effects of an accounting standard. This means that 
the full effect of a standard is unlikely to be 
immediately reflected in share prices, and so the 
magnitude of the effect of an accounting standard 
relative to the variability of firms’ share prices will 
be even smaller, and hence even more difficult to 
detect than if there were no unexpected cash flow, 
and hence market price, consequences following 
from an accounting standard. This problem must 
be seen to be even further complicated by the 
apparent finding that the accounting decisions of 
management are not independent decisions, but, 
rather, are part of an overall income strategy 
(Zmyewski and Hagerman [1981]). This being the 
case, managements are liable to make discretionary 
accounting changes, or change their financing, 
production or investment activities, in order to 
mitigate the financial statement effects of an ac- 
counting standard (Rappaport and Prakash [1975, 
1977] and Wyatt [1983], p. 62). But even here the 
problem does not end, because as Graber and 
Jarnagin [1979] explain, the overall income strat- 
egy of a firm is implemented largely by ‘invisible’ 
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means.” To the extent that firms mitigate the 
financial statement effect cf an accounting stan- 
dard by ‘invisible’ means, accounting researchers 
will be unable to control for the confounding 
effects of such mitigation. 


4. Difficulties in Interpreting a Market Reaction 
(Non-reaction) 


The ex post observation of market reactions 
(non-reactions) is difficult to interpret, because a 
theory of discretionary accounting change decision 
making (in the case of d:scretionary accounting 
decisions), and/or a theory of investor decision 
making (in the case of discretionary decisions and 
standards), to supply a meaning or interpretation 
to such reactions (non-reactions), has not yet been 
developed. For example, what interpretation may 
be given to the ex post observation of a market 
non-reaction to a change in depreciation methods 
from straight line to the accelerated method, in the 
absence of an investor decision model to explain 
the non-reaction, and in the absence of an account- 
ing change decision model to explain the change in 
methods? Alternative incerpretations could in- 
clude: 


|. The change was arbitrary, that is, it signified 


**Visible’ accounting changes are noted in the financial 
statements. The important ‘invisible’ means of implementing 
an income strategy include the following (Graber and Jarnagin 
{1979]}): 1. judgemental accounting decisions required to 
implement a particular accoun*ing method; 2. the timing of 
operating, financing and/or investment decisions; and 3. 
changes in operating, financing and/or investment decisions 
for the purpose of managing income. The first group of 
accounting decisions includes judgements regarding the lives 
of depreciable assets, the estimated residual value of depreci- 
able assets, the extent ‘of obsolescence or deterioration in 
inventories, the allocation of ndirect costs to research and 
development, the allocation of indirect costs to work-in- 
process and finished goods, whether exchange gains or losses 
are timing differences or permanent differences, the recognition 
or deferral of exchange gains or losses on forward contracts, 
the classification of marketable equity securities as current or 
non-current and hence whether or not unrealised gains or 
losses will be reflected in income, and the temporariness or 
permanency of unrealised gains or losses on marketable equity 
securities, which affects whether or not the gain or loss is 
recognised. In the second category, management is able to 
affect income via the timing 0: transactions and the timing of 
the recognition of unrealised gains and losses. For example, 
income can be managed via the timing of major sales of goods, 
fixed assets, or investments, and the incurrence of certain 
expenses such as advertising; also by the timing of the 
recognition of unrealised gains and losses such as on in- 
vestments, inventories, etc. In the third category, it is 
becoming increasingly clear that managements alter their 
business decisions in order to manage income. Foster ([1978], 
536~37) cites several instances of firms allegedly changing their 
business behaviour in order to manage income, in response to 
accounting policy decisions by bodies such as the FASB. 
Wyatt ({1983], p. 62) discusses the evidence that many 


managers altered their foreign cash management and hedging ` 


operations to hedge ‘accounting risks’, an action which 
affected economic risks. Also see Rappaport and Prakash 
[1975, 1977}. 
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absolutely nothing. All market transactors 
knew this to be the case 

2. The change was arbitrary. Transactors did 
not know this but, not having further infor- 
mation, ignored the change. 

3. The change was arbitrary. Transactors as- 
sumed that management had made the 
change in anticipation of asset replacement 
price rises but, not having further informa- 
tion, this did not cause them to revise their 
investment decisions. 

4. The change was not arbitrary. It was under- 
taken by management in order to normalise 
profits. Transactors assumed that manage- 
ment avoided fluctuating profits and the 
attendant costs of fluctuating profits, such as 
indenture breaches and finance procurement 
difficulties and, during the year, transactors 
had anticipated profits upon this assumption. 

5. The change was not arbitrary. It affected 
taxable income, lowering taxation, and this 
compensated for rises in the replacement cost 
of assets used during the year. Transactors 
knew this. 

6. As in 5, but transactors were unaware of all- 
these facts. 

7. The change was not arbitrary. The company 
was experiencing extreme cash flow 
difficulties, and management expected that its 
usual sources of finance would not be forth- 
coming. It therefore switched to accelerated 
depreciation for tax purposes to assist, but 
not solve, the problem. Transactors did not 
know this. 

8. Asin 7, except that transactors were aware of 
the situation. However, this was compen- 
sated for by the fact that management had 
capitalised major research and development 
expenditures made during the year, which 
actually had not resulted in any research 
benefits, and transactors had assumed that 
the company’s unprecedented research and 
development would assist in extricating it 
from its difficulties. 


The alternatives are numerous” and the researcher 
who merely observes statistically significant, short- 
term investor reaction, ex post facto, in aggregate, 
without possession of all the information relating 
to each particular firm, will inevitably experience 
difficulties interpreting his observations, or draw- 
ing inferences from them. 

Essentially, there are two problems involved in 
the interpretation of an ex post observation of 
market reaction or non-reaction. As illustrated 


See Ricks ([1982], pp. 75-78) as an example of alternative 
explanations that might be attached to the results of various 
studies of market reaction to a change to LIFO inventory 
valuation. 
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above, unless a researcher knows the reasons for 
the change for each firm, or has recourse to a 
theory which explains why accounting changes are 
made, then interpretation will be problematic. 
(This problem relates of course only to dis- 
cretionary accounting changes.) 

The second problem is that market response 
(non-response) to even mandatory accounting 
changes will also be difficult to interpret in the 
absence of a developed theory of individual in- 
vestor behaviour which would assist in explaining 
the market reaction (non-reaction). This is demon- 
strated by the many studies of market reaction to 
mandatory accounting changes previously cited. 
Researchers, unable to explain their results un- 
equivocally, have either not attempted to do so, or 
have been compelled to present a variety of alter- 
native explanations for them. 


Inadequacies of Market Reaction (Non-reaction) as 
a Basis for Policy Formulation Due to Investors, 
Firms, Managements and Financial Statements not 
being Homogeneous, or Stationary 


In order to be a useful aid in accounting policy 
formulation, it is necessary that the results of 
market reaction studies be readily interpretable, 
and consistent over different samples and over 
time. Whether or not this is the case remains to be 
established. Since investors, firms, managements 
and financial statements are each heterogeneous 
and (except financial statements) dynamic groups, 
it would seem, a priori, that the results of market 
reaction studies to accounting changes may not 
prove to be generalisable over different samples, or 
over time. 

From many investor surveys, it is clear that 
investors are heterogeneous with respect to their 
investment objectives, time horizons, expectations, 
abilities and evaluation methods.!! For this reason, 
the perceived implications of accounting changes 
will not be the same for all investors. The aggre- 
gation of investors’ heterogeneous responses to 
accounting changes, given that investors do not all 
evaluate such changes identically, yields results 
which cannot be confidently interpreted. Most 
and Chang [1981] make this point: 


"The following shareholder surveys indicate that investors 
differ in their accounting and financial education and hence 
presumably their evaluative abilities; the diversity of share- 
hoider opinion revealed by the surveys concerning the im- 
portance of various sources and items of information also 
indicates heterogeneity: Anderson [1979]; Baker and Haslem 
[1973]; Chenhall and Juchau [1977]; Lee and Tweedie [1975]; 
Wilton and Tabb [1978]; Winfield [1978]. Anderson’s [1981] 
survey of institutional investors shows diversity amongst these 
investors regarding investment objectives, the importance they 
attach to information sources, and their desire for additional 
information. Bing [1971] surveyed the financial analysts of 34 
US institutional investors and found substantial diversity of 
evaluative technique. i 
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This finding, that individual investors behave in 
different ways...indicates to us that exam- 
ination of security price behavior which 
attempts to explain investor behavior must 
incorporate a far more complex representation 
of investors than any model has yet used. Until 
this step is taken, results... must be regarded 
with great scepticism ({1981], p.9). 


Additionally, firms are heterogeneous, and so the 
same accounting switch can affect firms differently. 
Very little correlational work has so far been 
completed, but the work of Collins et a/. [1981] and 
Leftwich [1981] indicates that the same accounting 
change may affect firms differently depending on 
their size and lending agreements. It would also 
seem likely that firms which differ with respect to, 
inter alia, industry classification, concentration ra- 
tio and political sensitivity would be differently 
affected. Management testimony before the SEC in 
relation to the proposed accounting change from 
successful efforts costing in the Oil and Gas Indus- 
try clearly indicated that different managements 
expected their firms to be affected differently by the 
proposed standard [FASB, 1978b].' 


Furthermore, managements are not a homoge- 
neous group, which means that even otherwise 


identical firms may be differentially affected by the 


. same accounting change due to different financing, 


investing, accounting and/or operating responses 
by different managements to the change. 

In relation to discretionary accounting changes, 
because firms and managements are hetero- 
geneous, the same accounting change by two firms 
may reflect (a) differing circumstances in which the 
change was made, and/or (b) different accounting 
decision-making styles of management. In either 
case, the accounting change mav have different 
share price implications for the two firms. 

In relation to (a), a variety of studies indicate 
that accounting choices may be related to firm size, 
political sensitivity, industry, risk, capital intensity, 
industry concentration, management versus owner 
control, the existence of management incentive 
plans, and capital structure (Bowen et al. [1981], 
Deakin I [1979], Dhaliwal et al. [1982], Hag- 
erman and Zmijewski [1979], Holthausen [1981], 
Smith [1976], Watts and Zimmerman [1978], and 


'? Abdel-Khalik [1978], studying a switch to the LIFO 
method of inventory valuation, draws the conclusion that ‘it 
is difficult to support the argument that the securities market 
evaluates the decision to switch to LIFO uniformly for all the 
switch firms’ ({1978], p. 863). Smith [1981], in a study of firms’ 
reactions to the ‘reversal’ of FASB No. 19, concludes that ‘this 
effect [i.e. market reaction] does not appear to be homoge- 
neous with respect to magnitude and direction across the 
sample of FC firms’ ([1981], p. 207). Kelly [1983] states ‘in the 
final analysis, it may be that the effect of accounting changes 
is so firm-specific that generalisations from empirical research 
are not possible’ ({1983], p. 45). 
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Zmijewski and Hagerman [1981]. Some of these 
studies show conflicting results). Since firms differ 
in relation to all these variables, and since these 
variables apparently affect discretionary account- 
ing choices, it seems likely that the same voluntary 
accounting switch by a sampe of firms may have 
different share price implications for different firms 
in the sample.” 

In relation to (b) above, Solomons [1978] recog- 
nises the heterogeneity of managements’ account- 
ing decision making styles: 


Left to themselves, companies do not all choose 
the same accounting methods. They do not all 
use the same prediction models, and therefore 
the accounting method that has the most infor- 
mation content for one company is not the one 
with the most for another company ([1978], p. 
72). 


Therefore, controlling for all the firm-specific vari- 
ables which influence accounting changes still may 
not eliminate a source of heterogeneity in the 
causation of an accounting change, i.e. managerial 
heterogeneity. If the cause of an identical change 
by a sample of firms differs, then the expected 
future cash flow effects may differ, and hence the 
market reaction is difficult to interpret. Also, of 
course, the heterogeneity of the individual reac- 
tions may result in offsetting reactions, so that no 
statistically significant react.on is detected. 

Finally, the financial statements of firms are not 
all the same. This is an important consideration in 
the light of Zmijewski and Hagerman’s [1981] 
results which indicate that firms choose an overall 
income strategy: 


This evidence is important to researchers exam- 
ining income smoothing, changes in accounting 
principles, and the effects of accounting stan- 
dard setting. Individuel accounting policies 
should be examined as Dart of an overall firm 
strategy (Zmijewski and Hagerman, [1981], p. 
148). 


Since a voluntary or mandatory accounting change 
is only one interdependent component of an over- 
all income strategy, valid observations and infer- 
ences relating to an isolated accounting change 
cannot be drawn unless svstematic differences in 
financial statements have been controlled.'* This 


Further complicating this aspsct is the possibility indicated 
by Hagerman and Zmijewski’s 1979] results, that ‘manage- 
ment may act as if they use different variables to make each 
decision’ ({1979], p. 157). They found that important expla- 
natory variables for accounting choices tended to be different 
for different choices. 

“In relation to the information content of audit reports, 
Bailey [1982] points out that there is interdependence between 
the audit report and financial statements, and hence to draw 
a valid inference regarding the irformation content of an audit 
report, systematic financial statement differences need to be 
excluded. 


1] 


aspect is seen to be even more complex when it is 
considered, as mentioned previously in Section 3, 
that overall income strategies are implemented 
largely by ‘invisible’ and hence unobservable ac- 
counting decisions. Additionally of course, in- 
vestors, firms and managements all change over 
time, so that the market price implications of an 
accounting standard or discretionary accounting 
change may not be generalisable over time. 

In summary, the aggregation of heterogeneous 
shareholder responses to the same accounting 
change, implemented (voluntarily or otherwise) by 
heterogeneous managements of- heterogeneous 
firms, as part of heterogeneous and partially ‘invis- 
ible’ income strategies, involves problems of inter- 
pretation, and may not be generalisable over 
different samples and over time. Heterogeneity no 
doubt constitutes another reason why different 
studies examining market reaction to the same 
accounting change often produce different results 
both in terms of direction and magnitude of mar- 
ket response!’ (see Chow [1983], pp. 75-85). Addi- 
tionally, heterogeneity suggests that differential 
share price responses may offset each other, 
thereby reducing or eliminating a price reaction.'® 


Conclusion 


This paper has discussed a variety of theoretical 
problems relating to market reaction research. 
Whilst many researchers have undertaken studies 
of market reaction, it seems to the author that 
insufficient attention has been devoted to analysing 
and explaining the theoretical difficulties and 
deficiencies of such studies (as well as to developing 
the theoretical foundations of this area). It is urged 
that researchers apply themselves to this task, 
including evaluation of the significance of the 
problems raised in this paper. The FASB and SEC 
have sponsored a number of market reaction stud- 
les, but the results of these have not provided clear 
policy implications. It would be most unfortunate 
for the academic community if the paucity of | 
corroborated, unequivocally interpretable results 


'SFor this reason also, the research design controls presently 
used, such as partitioning and the selection of contro! groups, 
are probably unsatisfactory. Similarly, the simplistic ex ante 
prediction models used in these studies are unlikely to be very 
realistic. 

'6For example, it is possible that the disclosure of replace- 
ment costs as mandated by ASR 190 failed to precipitate a 
detectable aggregate market reaction because the revision of 
prices in response to this disclosure by investors of different 
firms cancelled one another out (see Keane [1983], p. 142). 
Keane [1983] states: ‘although an efficient market may offer 
some insights into which accounting numbers should be 
included in a financial report, it has a very restricted 
contribution to make in this respect. It is unlikely that the 
relevant numbers will ever. be fully determined without 
drawing extensively on intuitive, theoretical and analytical 
sources’ ([1983], p. 142). 
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in this area should come to be seen as the result of 
insufficient attention paid by academic researchers 
to the theoretical underpinnings of this line of 
research, rather than, as most researchers seem to 
assume, as merely the consequence of new and 
hence imperfect methodology. 

Additionally, much more empirical research is 
required into individual investor decision making 
and managements’ financial accounting decision 
making. Both these areas have received little atten- 
tion, but will have to be pursued if the theoretical 
foundations of aggregate market behaviour studies 
are to be developed. 

A note of caution expressed by Farrelly [1980] 
may perhaps be usefully repeated: 


It may be that the abilities and interests of the 
researchers and not the nature of the subject 
matter have dictated methodology in financial 
research. Today most financial researchers are 
well schooled in quantitative techniques and 
have ready access to computer facilities for the 
rapid processing of data; in this light, the im- 
portance placed on modelling the market is 
understandable. At the same time, researchers 
may be setting limits to what they can accom- 
plish by emphasising the one methodology that 
is already safely entrenched in their discipline 
({1980], p. 15). 
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A Note on ‘Harsh Effects’ and 
Accounting for Partnership Liquidations: 


Myth and Reality 


K. A. Houghton 


At the start of the twentieth century, an identical 
accounting procedure for dealing with partnership 
liquidations was employed in both the United 
States and Great Britain (and her empire); by the 
end of the first decade of this century this uni- 
formity had ended. Whilst the UK, Canada, Aus- 
tralia, and other nations influenced by English law, 
had adopted a new procedure, radically altering 
the sharing of losses between partners, the United 
States retained, and today still uses, the pre-20th 
century approach. ! 

The divergence of approaches was the product 
of a decision in an English legal case which has 
been described as ‘ranking high in accounting 
folklore’ (Drake 1975, p. 156). The case is fre- 
quently quoted in accounting and law texts written 
in the UK and the British Commonwealth.” This 
paper explores two aspects of the decision: (1) the 
rationale for the decision and its impact on ac- 
counting procedure, and (2) the application of the 
decision after 1905 and its alleged ‘harsh effect’. 


The pre-20th century approach 


The uniform approach adopted throughout the 
English speaking world until the early part of this 
century is illustrated in a number of texts of the 
period (see for example Davey, 1914, p. 149-151). 

As acknowledged in Davey’s work, there are two 
types of loss which are shared between partners. 
First, the loss on the sale of the partnership’s assets 
and, second, the loss of any amount not collectable 
from an insolvent partner. The pre-20th century 
approach requires that both types of loss be shared 
equally—that is, in relation to any agreed or 
implied profit sharing ratio. 


The change away from ‘equals’ shares 


The sharing of losses in the circumstances such as 
those illustrated in Davey was an issue raised in the 


'The procedure is illustrated in recent texts, Needles et al. 
(1981, pp. 522-3) and Walgenback et al. (1980, p. 432). 

*See for example the English texts: Lee (1981, p. 207-209), 
Scammel and L’anson Banks (1979, p. 652) and the Australian 
texts: Yorston ef al. (1980, pp. 417-423) and Higgins and 
Fletcher (1981, p. 231). 


now famous English legal case of Garner v. Mur- 
ray.’ The decision in this case, which is referred to 
as the ‘Rule in Garner v. Murray’,* gave rise to the 
divergence noted above. - 

In Garner v. Murray the plaintiff’s counsel pro- 
pounded a method of sharing the loss on dis- 
solution which would produce a result identical to 
the pre-20th century approach. That is, where 
there is no express agreement to the contrary, all 
losses, howsoever arising, should be shared 
equally. The plaintiff’s counsel spoke of a ‘levelling 
down’ process of individual partners’ capital which 
would give rise to this result. This process required 
the assets of the partnership (after payments of all 
outside debts and partners’ advances) to be first 
used to eliminate the difference between the great- 
est amount of capital and the second largest (see 
the section marked ‘A’ in Figure 1). Next to be 
paid is the difference in capital which exists be- 
tween the two largest holdings and the third larg- 
est; (these payments are marked ‘B’ in Figure 1). 
Finally, any amounts left over are returned pro- 
rata to all three partners (marked ‘C’).° 

Not surprisingly, the case argued for the de- 
fendant took a different stance. However, there 
was agreement that the losses incurred on real- 
isation of the partnership’s assets should be shared 
by all three partners equally (see Figure 2). Thus 
where all partners contributed amounts equal to 
their share of this loss (or made deductions from 
capital equal to that amount) the assets of the 
partnership would be just adequate to repay any 
remaining capital. However, in Garner v. Murray 
(and the example in Davey) the third partner was 
insolvent and unable to make any contribution 
toward the loss on realisation of the partnership’s 
assets. There were, therefore, insufficient resources 
in the partnership to repay all the solvent partners’ 
capital. The defendant’s counsel argued that the 
non-contribution of the insolvent partner was 


(1904) I Ch. 57. 

4See for example, Scammel and L’anson Banks (1979, 
p. 652), Higgins and Fletcher (1981, p. 231) or Magee (1977, 
p. 156). 

‘For a fuller discussion of this levelling down process, see 
Miller (1973, pp. 531-36). 


Partner 


Figure 1. 
Repayment of assets as argued by plaintiff’s counsel 


not a loss of the partnership and had nothing 
whatever to do with the operation or dissolution of 
the partnership as such, but was a matter between 
the partners inter se. There was, therefore, no rule 
which required that any deficiency resulting from 
the insolvent partner’s lack of contribution be 
shared equally. 

Whilst not specifically raised by the defendant’s 
counsel, the notion of risk of loss being associated 
with the contribution of capital was implied in his 
arguments (that is, a partner who contributes 
£2000 accepts the risk of greater loss than a partner 
who contributes only £1000). If all losses and 
deficiencies were to be shared equally then a part- 
ner who contributes a substantial sum towards 
capital takes no greater risk of loss (save fraud by 
a fellow partner) than a partner who contributes 
little or even no capital. This notion of loss being 
associated with capital can be found to exist in the 
relevant legislation of the time. In part, the English 
Partnership Act 1890 required that assets of a 
partnership should be applied ‘in paying to each 
partner rateably what is due from the firm to him 
in respect of capital’ (emphasis added). 

Mr. Justice Joyce is said to have favoured the 
defendant’s reasoning (Brooker 1967, p. 40), re- 
sulting in an important and previously un- 
recognised distinction between losses of the part- 
nership, which are shared equally (that is, in 
relation to the profit/loss sharing ratio); and losses 
of the partners as individuals which are shared in 
proportion to the contribution of capital.’ Thus a 
fundamental change in both partnership liqui- 
dation law and accounting occurred in all those 
nations influenced by English case law. Whilst 
litigation concerning the sharing of losses in part- 
nership dissolutions has occurred in US courts (see 
for example Smiley v. Smiley’s Adm’x et al.; 71 


*See s.44, English Partnership Act 1890. 


"For a fuller discussion of the facts of the case see Brooker 
(1967) and Houghton (1982). 
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SE 532) the distinction of the types of loss ha 
never been made. 


Application of the Rule in Garner v. Mur- 
ray and its harsh effect 


At the time the decision caused much disquiet in 
England,’ and still today it is argued that the ‘Rule 
in Garner v. Murray’ is unjust and that it produces 
an unnecessarily harsh effect in certain circum- 
stances (Magee, 1977, pp. 15-16). This ‘harsh effect’ 
is said to come about in various circumstances but 
is best illustrated in the case where two of the three 
partners’ capital accounts are overdrawn and 
where only one of these two partners is insolvent. 
As there is only one partner with a positive capital 
holding at the point the patnership is liquidated, 
the entire burden of the insolvent partner’s bad 
debt is, according to the post-Garner v. Murray 
procedure, borne by him (see Appendix A for an 
illustration of this ‘harsh effect’). 

One could argue, as Magee does, that this is 
‘harsh’ on the solvent partner with the positive 
capital holding and therefore inequitable. Whilst 
this may be true, others would suggest that the 
partner, by accepting the relative capital positions 
within the firm, had also accepted a high risk of 
financial loss. Had he not wished to accept that 
risk of loss he should have adjusted his capital 
holding accordingly. With the agreement of other 
partners, he could have, for example, transferred 
his capital to a contribution in the form of an 
advance. Nevertheless, the pre-Garner v. Murray 
approach would not result in this ‘harsh effect’. 


Partner 1 


Repayment of assets as argued by defendant’s 
counsel 





Note: in each case, the shaded area is x % of the 
partner’s capital at point of dissolution. 


"See the correspondence columns of the Accounting Law 
Reports in late 1904 and early 1905 and the editorial on 14 
January, 1905, pp. 33-35 which included the statement, ‘in the 
circumstances it would, we think, be of considerable interest 
if any of our readers could furnish us with a really full and 
accurate account of the decision’. 
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Thus, there appear to be two schools of thought: 


(1) pre-Garner v. Murray: all deficits and loss 
shared in relation to the agreed or implied profit 
sharing ratio, and 

(2) conventional interpretazion of Garner v. Mur- 
ray: (a) losses of the partnership shared in relation 
to the agreed or implied profit sharing ratio; (b) 
any deficit, caused by an insolvent partner not 
contributing his/her share of (a), shared in relation 
to relative capital positions. 


The first approach shares all losses however 
caused in proportion to profit sharing ratio, the 
second shares partnership losses in the profit 


sharing ratio and any ultimate loss is shared on the . 


relative holdings of capital, thus recognising that 
the risk of loss is a functicn of the contribution of 
risk capital. 


Second thoughts on the decision in Garner 
v Murray 


In a recent paper Houghton (1981) suggested that 
accountants had fundamentally misunderstood the 
decision of Mr. Justice Joyce. That paper con- 
cludes that the judge did not intend the overdrawn 
balance of the insolvent partner’s capital account 
to be shared by solvent partners in proportion to 
their last agreed capital It was the judge’s in- 
tention that the overdrawn balance due from the 
insolvent partner at the point of dissolution be 
‘treated as a bad debt of the partnership and be 
included as part of the boss on realisation of the 
partnership’s assets. | 
Returning to the data used in Appendix A, this 
new interpretation would mean that the loss on 
realisation of the firm’s assets would be increased 
by an amount equal to the partner’s bad debt. In 
effect solvent partners then contribute to make up 
the deficiency of the insolvent: partners’ capital in 
proportion to the sharing of profits or losses. In 
turn this means the ultimate deficit is smaller 
(under the old interpretation the ultimate deficit 
was: overdrawn capital and share of loss on real- 
isation; under the new interpretation the ultimate 
deficit is: share of loss on realisation including only 
a share of overdrawn capital account). (See Appen- 
dix B for comparison of the impact of the pre-G 
v M, post-G v M and the present writer’s new 
interpretation of G v M procedures.) 
This new interpretation draws the distinction 
between losses of the firm arising through the 
disposal of the partnership’s assets (including debts 


A.B.R. 15/57—B 
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owing to the firm) and any shortfall or deficiency 
caused by an insolvent partner not contributing to 
that loss. This analysis of the decision accords with 
Mr. Justice Joyce’s statement: ‘I do not find any- 
thing in that section [s.44 of the Partnership Act 
1890] to make a solvent partner liable to contribute 
for an insolvent partner who fails to pay his 
share... It is suggested on behalf of the plaintiff 
that each partner is to bear an equal loss (that is 
in proportion to profit/loss sharing ratio). But 
when the Act says losses are to be borne equally it 
means losses sustained by the firm. It cannot mean 
that the individual loss sustained by each partner 
is to be of equal amount’.’ 

This new interpretation results in the mod- 
eration of the so-called ‘harsh effect’ because the 
insolvent partner’s overdrawing is shared between 
all partners (irrespective of capital positions) on 


the basis of the profit sharing ratio. The then 


smaller ultimate deficit is the responsibility of 
partners on the basis of capital positions (see 
Appendix B). 

Whilst this new interpretation does moderate 
alleged harsh effect, it does not contradict the 


' general notion of risk of loss being associated with 


the contribution of risk capital. As can be seen 
from Appendix: B the partners with the larger 
capital contribution sustain a greater absolute loss 
than other partners. Under this new interpretation 
of Justice Joyce’s decision, this will invariably be 
the case. 


Concluding remarks 


Garner v Murray is perhaps the most discussed case 
in partnership accounting that the English speak- 
ing world has ever seen. Certainly it did give use 
to a fundamental change in the nature of sharing 
of losses between partners inter se in a large part 
of the world and there is still no case that has 
overturned the decision—it remains the authority 
in the area. 

Whilst the decision did give rise to a change in 
accounting practice it may not be seen that the 
traditional interpretation of the decision used by 
accountants over the past eight decades has been 
in error. Perhaps now this important case will no 
longer be considered illogical’ or the producer of 
‘harsh effects’ and can take a more honoured place 
in the history of partnership accounting. 


See Scammel and R. C. L’anson Banks (1979, p. 652). 
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Appendix A 


The ‘Harsh Effect’ of Garner v. Murray: 

A, B and C are partners sharing profits and 
losses equally. At point of liquidation their capital 
positions are respectively £1606 Cr, £100 Dr and 
£1000 Dr. Only C is insolvent. The net assets of 
the firm valued at £500 are sold for £200. This £300 
is shared equally by all three partners. At this point 
B would contribute the amount then owing from 
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him (£200) and his capital account would then 
stand at zero. In the partnership’s books there 
would remain assets of £400 (£200 from B and 
another £200 from the sale of assets), an un- 
collectable debt of £1100 from C and net capital 
owing to A of £1500. Under the ‘Rule in Garner 
v. Murray’ as interpreted by Magee (1977) and 
others, A would be paid the entire £400 in cash and 
the burden of C’s bad debt would fall entirely on 
him. Thus A’s loss would total £1200 (£100 from 
sale of assets and £1100 from C’s non- 
contribution) and B’s loss only £100 (from the sale 
of assets, the other £100 contribution being only 
the repayment of his own overdrawn capital).'° 

The so-called harsh effect of the “Rule in Garner 
v. Murray’ does not occur where the pre-20th — 
century approach 1s used. Using the data from the 
above illustration A would lose £100, being one 
third of the loss on sale of the partnership’s assets 
plus half C’s total debt, £550, a total of £650; B 
would lose an identical amount. A’s loss under 
Magee’s interpretation of the ‘Rule in Garner v. 
Murray’ does indeed seem harsh when compared 
to the US or pre-20th century approach. 

(See Parts 1 and 2 of Appendix B for an 
illustration in tabular form.) 





~ 'The only defence of this application of the ‘Rule in Garner 
v. Murray’ has been that if A permits B and C to overdraw 
then he accepts the possibility of considerably increased loss, 
that is, if he has the only positive capital contribution he 
accepts the risk of loss of all that capital. This argument is 
also linked with the notion of the risk of loss being associated 
with the contribution of risk capital. Nevertheless the result 
may be harsh in that the single partner with a positive capital 
contribution may not be aware of unauthorised withdrawals 
of his fellow partners. In Garner v. Murray the overdrawing 
of the third (insolvent) partner, Wilkins, was thought to have 
resulted from the unauthorised withdrawals during the oper- 


‘ation of the partnership’s business which were unknown to 


Garner or Murray (Brooker, 1968, p. 76). 
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A Statistical Analysis of Decisions 
in Revenue Cases by the 


House of Lords 
R. K. Ashton* 


Many academics and practitioners are currently of 
the view that the Cour:s, and in particular the 
House of Lords, are becoming more hostile to 
litigant taxpayers. This is no doubt fostered by the 
publicity given to various provocative tax arrange- 
ments that have either gcne, or are currently going, 
through the judicial process. This paper will exam- 
ine the question by reference to the decisions of 
the House of Lords (‘House’) in Revenue cases. 
Various hypotheses will be subjected to statistical 
analysis.' 

The data for the analysis is based on two 
sources: a survey of decisions by the House over 
the period 1952-1970 carried out by Blom-Cooper 
and Drewry? (Blom-Ccoper) and a specialist set 
of Revenue Law Reports (covering the period 
1974-1981) which are collectively known as 
Simons’ Tax Cases (Simons). The two sources are 
comparable. Blom-Cooper’s survey was based on 
all reported Revenue cases heard by the House, 
and its use necessitated consulting several different 
series of Law Reports. Until the publication of 
Simons there was no annual Law Report series 
which exclusively reported Revenue cases. All Rev- 
enue cases heard by the House are now reported in 
Simons. The data, therefore, covers the entire 
population of cases heard by the House for the 
time periods (1952-1970 and 1974-1981) which are 
the subject of this analysis. 

Table 1 analyses the decisions in terms of the 
various taxes. Of the 75 Income Tax and Surtax’ 
cases, 37 (49%) were erther of an avoidance nature 


(based on the avoidance provisions in the Tax. 


Code) or involved interpreting the Trust provisions 
(sometimes regarded by people as being of an 


*The author acknowledzes the perceptive and insightful 
comments of the anonymovs referees. The usual caveats apply. 

'Readers are directed to Appendix I (and in particular note 
1) for a description of the statistical methodology underlying 
the hypotheses tested in this paper. 

2Blom-Cooper, L. & Drewry, G., Final Appeal, A Study of 
the House of Lords in its Jadicial Capacity, Oxford University 
Press, 1972. 

3As from April 1973, Sartax was replaced by Higher Rate 
Tax. 


avoidance nature). Most of the company cases 
involved either a once and forall tax (Excess 
Profits Tax) imposed on companies for a short 
period or to the ‘shortfall’ provisions for close 
companies (which related to. an avoidance abuse, 
but were subjective and unworkable). The Death 
and Stamp Duties cases related to the inter- 
pretation of either relieving or exempting pro- 
visions. 

Of the more recently introduced taxes, Selective 
Employment Tax (SET), Value Added Tax (VAT) 
and Capital Gains Tax (CGT), SET was only on 
the statute book for a short time whilst VAT is 
largely a tax on consumers, which is charged and 
collected by businesses and which has very few tax 
minimising opportunities open to either consumers 
or businesses. Although CGT was introduced in 
1965 it took 13 years before a case came before the 
House, although this was largely attributable to 
the slow judicial process which is longer in Reve- 
nue cases as there is an extra tribunal stage—the 
General/Special Commissioners. All the CGT 
cases involved the relieving provisions, and several 
involved highly artificial tax arrangements de- 
signed to take advantage of these provisions. In 
summary about three-quarters of the cases were 
either of an avoidance* nature or involved inter- 
preting the relieving provisions; where the taxpayer 
succeeded in his appeal the Tax Code was sub- 
sequently amended. 

The first section of the paper is descriptive and 
covers the trends shown by the two samples; the 
second section examines four hypotheses: (i) 
whether the taxpayer (for both samples) had an 
even chance of succeeding in an appeal before the 
House; (ii) whether for each period the evidence 
supported the first hypothesis; (iii) whether the 
taxpayer’s chances changed significantly over 
time; and (iv) whether over the period covered by 
the second sample the taxpayer’s chances have 
deteriorated. In this context ‘chances of success’ 


‘This word is subjective and like ‘the Elephant’ it is easier 
to recognise such cases than to describe them. My inter- 
pretation is based on what most practitioners would recognise 
as the avoidance provisions in the Tax Code. 
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Table 1 l 
Revenue cases in the House of Lords, by category 


Income Tax 
and Surtax 


Company 


Blom-Cooper: 


Number 49 41 21 
(16) 


(%) (38) (31) 


Simons: 
Number 26 5 
(4) (54) (11) 


refers to long-run chances (taken over several 
years) rather than to any individual year. 


Trends 


Figure 1 shows the number of cases heard by the 
House each year for the period covered by the two 
samples. The lowest number of cases heard was 2 
(1977) and the highest 13 (1969); the modal num- 
bers of appeals were 5 and 7 (five observations 
each). The next highest frequency was 9. These 
three frequencies account for more than 50% of the 
hearings. The annual average number of hearings 
was 6.63. To test whether this was representative of 
the sample, the range of observations between 5 
and 9 (inclusive) was examined. As 63% of the 
sample fell within this range, it can be concluded 
that the average number of cases heard is represen- 
tative of the two samples. 


Figure 1 


Death Stamp 
Duty 


(6) 
Total 75 46 24 





ACCOUNTING AND BUSINESS RESEARCH 


SET 
VAT 


Capital 


Duty CGT Allowances Total 


7 131 
(5) (100) 


l1 


2 
(8) (2) 


48 
(100) 


179 


l 2 10 1 
(2) 4M Dd ® 
12 4 10 8 


Figure 2 shows the number of Crown successes 
per year and the frequency with which they oc- 
curred over the period. There were five obser- 
vations of 3 and 4 Crown successes respectively 
followed by four observations of 1 and 2 Crown 
successes. These four frequencies (of observed suc- 
cess) account for 45% of the observations. 

The next step examined whether the average 
number of cases heard each year had increased/ 
decreased. The average number for the first period 
(the Blom-Cooper survey) was 6.89 and for the 
period covered by Simons, exactly 6. The difference 
between the two averages was tested to see if the 
difference was statistically different from zero. No 
difference was found at the 1% significance level. It 
must therefore be concluded that there is no 
difference between the two averages and that over 
the two periods covered by samples the average - 
remained constant. This means that the observed 
difference between the averages (0.89) has arisen by 
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Number of Crown successes 


chance and that there is no underlying systematic 
difference between the two periods. 

This was followed up by examining whether the 
proportion of cases decided in favour of the Crown 


Figure 3 


was a constant proportion of the cases heard. 
Figure 3 shows that, with exceptions (see for 
instance, 1962-1964 and 1967—1969) the pattern of. 
decisions in favour of the Crown follows the 


Hearings and Decisions of the House of Lords in Revenue Cases 


x 


x 


Number of cases 
x 


XK mer X = X 


1952 53 54 55 36 57 58 59 EGO 61 62 63 64 65 66 67 68 69 
Years 


Top line = Number of appeals heard 


Bottom line = Decisions in favour of the Crown 


x 
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Figure 4 
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Percentage success of Crown in House of Lords Revenue Cases 
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pattern in the number of cases heard. However, it 
is clear from Figure 4 that whilst the two patterns 
are similar, the success rate of the Crown is not 
constant. There is no discernible trend. For in- 
stance, the success rate was 100% in two years 
(1961 and 1977) and 334% in four years (1952, 
1953, 1976 and 1978). 

In relation to the trend, a test of randomness was 
applied. The hypothesis that there is no trend in 
the decisions could not be rejected at the 1% 
confidence level. What is clearly evident from 
Figures 3 and 4 is the regularity of the oscillations. 
For instance, over the period 1954-1956 the suc- 
cess rate of the Crown increases and 1s followed by 
a decline until 1960 when the pattern reverses. This 
oscillation occurs through both samples, but it 
is clear that they are more frequent in the later 
periods. For instance, if the trend for 1954-1963 is 
compared to the period 1974-1981, there are two 
cycles (two complete upturns/downturns) in the 
former period and three and a half in the latter 
period. Although there are more oscillations in the 
latter period, their magnitude is of the same order 
as the earlier period. 

One explanation for the cyclical nature of the 
trend in the rate of Crown success is that, in the 
first part of the cycle (dominated by Crown suc- 
cess), the issues are more contentious. This induces 
taxpayers subsequently to litigate less contentious 
issues, which results in a higher proportion of cases 
being decided in favour of the taxpayer (the second 


part of the cycle). This in turn encourages tax- 
payers to litigate more contentious issues and 
results in a new cycle. The reduction in the cycle 
period is more difficult to explain. One possible 
explanation is that the composition of the House 
is becoming more volatile. This can be rejected, 
as Blom-Cooper’ notes that over the period 
1952-1970 there was very little change in the 
composition of the House and there is no reason 
why this finding is not applicable to the second 
period. A possible explanation is that in recent 
years the tax avoidance cases have been more 
provocative’ and numerous. From an inspection of 
the data it appears that, over the period covered by 
the second sample, a number of cases falling within 
this category have been heard in alternate years 
(dominated by Crown successes). The taxpayer’s 
success is explicable in terms of the less provocative 
nature of the cases heard in the second part of the 
cycle. What is difficult to explain is why the cases 
are heard in this order. More informed discussion 


Ibid, ch. 9, 

‘During the late 1960s and early 1970s a number of highly 
artificial schemes were widely marketed and some of these 
began to come before the House. Whilst the assessment of 
whether a particular case is highly artificial is difficult to test 
objectively, this type of case began to come before the House 
during the peak years. Such schemes are relatively new and 
can be distinguished from the traditional tax avoidance 
schemes by the absence of any commercial reality to the 
transactions which form part of the scheme. 


Sr rr ene > ~. ~ ` 
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of these trends is not possible as it is an area where 
more research is needed. 


Testing the hypotheses 


-This section reports the results of various statis- 
tical tests which have been applied to the data. The 
testing of the data can be justified on the grounds 
that little is known about the statistical pattern of 
decisions made by the House. Four hypotheses 
have been tested. In each case the reasons for 
testing the hypothesis are discussed and the result 
of the test reported. 


The taxpayer had an even 
chance of succeeding in an appeal 
to the House taking the 
periods 1952—1970 and 1974-1981 
together. 


Hypothesis 1: 


This hypothesis is designed to ascertain the ex 


post fate of taxpayers during the two periods. The . 


basis for this working hypothesis is that only very 
important and difficult legal points are heard by 
the House. This suggests that the points reaching 
the House have no selection bias, i.e. they could be 
decided either way and that if a sufficiently long 
period is considered the difference (in number) 
between the decisions in favour and those against 
the taxpayer will be zero. Tais should not be taken 
as implying that, in any grven year, the expected 
success rate should be 50%, as only a small number 
of cases are heard each year. The hypothesis was 
tested and rejected at both the 5% and 1% 
significance level (see note 2, Appendix I). The 
Crown had a better chance of succeeding than the 
taxpayer. 

This result prompts consideration, at least intu- 
itively, of the role of the appeal bodies in remitting 
appeals to the House. Do these results show that 
the appeal bodies have been too generous because 
the rate of Crown success exceeds 50%?’ It must be 
doubted whether this explanation is correct as the 
appeal process has a self-regulating mechanism. 
An appeal to the House can only be made if leave 
is granted by either the Court of Appeal or by the 
Appeal Committee of the House. If the Court of 
Appeal abused the appeal process by refusing too 
many applications for lzave to appeal to the 
House, litigants would petition the Appeal Com- 
mittee of the House for leave to appeal to the 
House. The increase in cases coming before the 
Appeal Committee of the House would bring 
about adverse judicial comment by the Appeal 
Committee and/or the House. Equally if the Court 
of Appeal were too lax in remitting appeals this 
would also be commented on adversely by the Law 
Lords in their judgemen:s. At the very least the 
relevant judges in the Court of Appeal would not 


I am grateful to a referee for making this point. 
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be promoted to the House subsequently and, more 
likely, the judges would be removed from office, 
which could involve -a loss in their pension rights. 
To date there has been no implicit or explicit 
criticism, by either the Appeal Committee or the 
House, of the points raised by the appeals. This is 
supported by the statistics relating to the appeal 
applications. Blom-Cooper’® reports that, for the 
period 1951-1968, 164 applications were heard by 
the Court of Appeal for leave to appeal to the 
House, of which 94 (57%) were successful. Of the 
70 unsuccessful appeals, 29 were abandoned and, 
of the remaining 41 heard by the Appeal Com- 
mittee, only 10 (14%) were successful. These figures 
suggest that the Court of Appeal is an impartial 
arbiter of appeals. However, it must be conceded 
that the above arguments are speculative. The fact 
that the data show that the taxpayers’ chances of 
success were significantly less than 50% suggests 
the need for further research in order to reach more 
rigorous conclusions. Such research might involve 
both a closer examination of the individual cases 
and of the two appeal bodies. 


Hypothesis 2: The taxpayer had an even chance 
of succeeding in an appeal to the 
House for each period taken 


separately. 


This hypothesis was tested for each period in 
order to ascertain whether the data supported it for 
either period. The reason for testing this hypothesis 
was as a preliminary step to testing whether there 
had been a change in the success rate over the two 
periods. The hypothesis was rejected at the 1% 
significance level and confirmed by the Chow Test 
(see note 3, Appendix I). 


Hypothesis 3: The taxpayer’s chance of success 
in an appeal to the House was 
constant between the periods 
1952-1970 and 1974-1981. 


The testing of this hypothesis is of importance 
for two reasons: (i) to potential litigants who assess 
their chances of success partly on the basis of 
trends in past decisions: and (ii) if there has been 
a statistically significant increase in the success rate 
of the Crown this would support the view that the 
House has become more hostile to taxpayers in 
recent years. Two tests were used: one tested the 
difference in the proportion (56% and 65% re- 
spectively) of Crown success for each period; the 
second tested whether there was a difference in the 
average success rate of the Crown over the two 
samples. Both tests supported the hypothesis that 
there had been no change in the chances of the 
‘Crown succeeding at the 1% significance level. 


®Blom-Cooper et al., at p. 142. 
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Hypothesis 4: The taxpayer’s chances of success 
in an appeal to the House was 
constant between the periods 
1974-1978 and 1979-1981. 


In recent years practising lawyers, accountants 
and sometimes the professional journals have sug- 


gested that the Courts (and in particular the House’ 


of Lords) have become increasingly hostile to 
the taxpayer. This was tested by dividing the 
second sample (1974-1981) into two sub-samples 
(1974-78 and 1979-81). As the two samples are 
very small, it was necessary to use specialised small 
sample tests, which are referred to in the statistical 
literature as non-parametric statistics (see note 4, 
Appendix I). The hypothesis that there was no 
difference in the two samples between the Crown’s 
chances of succeeding was tested by reference to 
two small sample tests, Mann-Whitney and the 
Wald-Wolfowitz Runs Test. In both cases the 
hypothesis could not be rejected at the 5% 
significance level. 


Conclusions 


This paper has analysed the fate of the litigants in 
tax cases in the House of Lords. Various trends 
and hypotheses were examined. Statistical support 
has been found for the following conclusions: 


1. The Crown had more than an even chance 
of succeeding in an appeal to the House whether 
the whole period or each period is considered. 
This result is inportant as it differs from what 
would be expected a priori. Further research 
should examine this result in more detail. One 
possible explanation was examined and ten- 
tatively reyected—judicial abuse of the appeal 
mechanism. Another possible explanation is the 
nature of some of the cases coming before the 
House, i.e. those involving widely marketed tax 
avoidance schemes. Relative to other cases the 
chances of the taxpayer succeeding are smaller, 
as usually more than one legal point is involved, 
and for the scheme to fail the Crown only has to 


succeed on one of the points. Furthermore the © 


issues raised by such cases tend to be of a more 
speculative nature than the issues raised by other 
cases. . ee 

2. Whilst the results of the analysis show that 
the Crown’s chances of succeeding have im- 
proved, the difference was not statistically 
significant, and no support was found for the 
hypothesis that in more recent years (1974-1981) 
the House has become increasingly more hostile 
to taxpayers. 

3. Whilst the average number of cases heard 
per year (based on the two sub-samples) was 
different, the difference was not statistically 
significant. This stability is surprising given the 
increased availability of legal aid in other areas 
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of the law (civil and criminal law) enabling 
litigants to pursue their cases further than they 
would do otherwise. This possibility has not 
increased the work load of the House signifi- 
cantly, as Revenue cases still account for one- 
third of all cases heard. 

4. The rate of Crown success was cyclical, and 
in recent years the cycle has become shorter. No 
explanation supported by statistical evidence 
was found for these observations and this is an 
area where further research might provide valu- 
able insights into the judicial process. 


This statistical analysis has added to the con- 
tributions made by Blom-Cooper and Drewry to 
our understanding of decisions by the House in. 
Revenue cases and it is hoped that the meth- 
odology employed will provide a basis for an 
analysis of decisions in other areas of the law. 


Appendix I 


I. Statistical hypothesis testing can only provide 
evidence for either rejecting or not rejecting a 
particular hypothesis; acceptance or otherwise of 
the hypothesis is always probabilistic. The proba- 
bility of rejecting a hypothesis when it is true is 
termed the significance level. The usual basis is 
either 1% or 5%, meaning that there is a lin 100 
chance or | in 20 chance that the results of the tests 
have been obtained by chance, which is sufficiently 
low that we can reject the hypothesis under consid- 
eration. 

2. This was tested by regressing Crown successes 
on the total number of cases heard. The regression 
equation is Y = (0.294) + 0.63X, where 0.63 is the 
proportion of cases decided in favour of the 
Crown. This result differs from the expected rate of 
Crown success (0.50) by more than 2.67 standard 
errors and is therefore significant at the 5% level. 

3. This test is designed to ascertain whether there 
is a structural break in the series (i.e. whether the 
sample estimators for each sample were statisti- 
cally significant). The test confirmed that there is 
a structural break in the series and that both 
respective sample estimators (of the rate of Crown 
success) were significantly different from the ex- 
pected rate of Crown success. The respective equa- 
tions were: 


1952-70: Y = (0.18) + 0.59 (1) 
1974-81: Y = (0.78) + 0.78X (2) 


4. In general terms small sample statistics in 
contrast to the statistical tests used in the analysis 
above rely on fewer assumptions (i.e. about the 
underlying distribution) but are less powerful. 
That is, the null hypothesis is accepted more than 
it otherwise would be. For a detailed discussion 
of these statistics, see Siegel, S., Non-parametric - 
Statistics for Behavioural Sciences, McGraw-Hill, 
1956, chapters 1-3. l 
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The Practical Application of 
Discounted Cash Flow to Plant 
Purchase Using an Integrated 
Suite of Computer Programs — 
P. L. Primrose, F. A. Bailey and R. Leonard 


Summary 


This paper describes the problems of using DCF 
techniques for machine tool evaluation. It is shown 
that many of the technical and financial assump- 
tions traditionally made are erroneous. However, 
the use of specially devised computer programs 
allows these problems to be overcome, with the 
result that the output from the program reveals 
how previous authors, by using incorrect meth- 
odologies, have seriously understated the financial 
benefits of investing in advanced technology. The 
paper discusses the difficulties normally experi- 
enced when trying to apply DCF principles, and it 
is shown how these difficulties are alleviated by the 
use of a correctly structured program. 


Nomenclature 


DCF = Discounted Cash Flow 
IRR = Internal Rate of Return 
NPV = Net Present Value 
ARR = Accounting Rate of Return 
NC = Numerical Control 
CNC = Computer Numerical Control 
FMS = Flexible Manufacturing System 
FMM = Flexible Manufacturing Module 
WIP = Work-in-progress 
EBQ = Economic Batch Quantity 
VDU = Visual Display Unit 


Introduction 


Accountancy literature is unanimous in its con- 
demnation of non-discounting techniques of in- 
vestment appraisal, such as Payback or ARR. 
Despite this, a survey for the Institute of Cost and 
Management Accountants (1982) revealed the pri- 


mary methods of investment appraisal in use ‘in’ 
UK companies to be: . 


Method % of Firms 
Internal Rate of Return 4] 
Payback 32 
Accounting Rate of Return 32 
Net Present Value 17 


(Some companies quoted two methods) 


By using methods such as Payback or ARR, 
companies invest in machine. tools which are not 
financially optimal and, equally important, they 
fail to make investments which give a sound, long 
term return. Of the discounting techniques avail- 
able, NPV is prefered by academics, especially 
when comparing mutually exclusive projects. Un- 
fortunately, NPV is a conceptually difficult ap- 
proach for non-financial managers to use 
effectively. Conversely, while IRR is easy to under- 
stand; it is difficult to apply in practice because of 
the iterative process involved. However, the com- 
puter programs developed in this. work make ready 
use of DCF principles, thus, overcoming the prob- 
lems associated with the use. of discount tables 
when considering a large number of parameters. 

In a recent paper Pike (1983) identifies the need 
for a simple yet reliable preliminary screening 
method: the present authors claim that the pro- 
grams to be described are ideally suited for this 
use. Pike also highlights the slow rate of adoption 
of academic techniques; while developing the 
programs described it was found that in practical 
applications Payback was easy to use by non- 
financial managers, whereas the conventional 
application of DCF techniques was impractical 
apart from the final stage in the submission for 
authorisation of a capital project. The use of a 
‘user-friendly’, interactive and fully comprehensive 
computer program, appeared to overcome the 
problems identified by Pike. 
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Data problems 


Within the established literature relating to 
machine tool evaluation the present authors have 
found many of the assumptions made, and data 
used, to be suspect and, in some cases, con- 
tradictory. Examples of the problems typically 
encountered in determining the correct data inputs 
will now be discussed. 


Batch Quantities 


Past publications have sought to justify CNC 
and FMS by considering ‘intangibles’. In particu- 
lar, it has been advanced that batch quantities can 
be reduced, thus enabling a company to meet a 
customer’s delivery requirement more quickly 
from a reduced stock level. Alternatively, writers 
have stated that by increasing batch quantities, the 
run-time can be extended, thus improving the 
financial justification, with a formula being used to 
calculate the corresponding EBQ. Regrettably, 
such equations contain the erroneous assumption 
that the components will be processed completely 
on the single machine in question. In practice, 
batch quantities are usually determined by the 
interaction of several elements in the production 
system and this will remain unaltered by the pur- 
chase of a single machine. 


Set-up Times 

Many factors affecting set-up times are not 
machine dependent; for example, booking on/off a 
job, a visit to the stores, waiting for first-off 
inspection, reading the drawing, gauging etc. It 
therefore follows that when a manual machine, 
such as a turret lathe, is being considered for 
replacement by CNC, grounds do not auto- 
matically exist to assume a significant reduction in 
set-up times. However, there has been. a tendency 
within the published literature to state im- 
_ provements on the basis of ‘we will make sure that 
past inefficiencies do not happen on this machine’. 
In reality, once the initial enthusiasm for the new 
machine is past, the normal problems of the work- 
ing environment quickly return. 


Utilisation 


Similar hopes for improvements in utilisation 
(i.e. the proportion of time that the machine is 
running) are made as for set-up times, but research 
has shown that little difference actually exists 
between CNC and manual machines. This again 
occurs because the factors affecting utilisation are 
largely independent of the type of machine, e.g. 
rest breaks, faulty components, waiting for work, 
going to the toolroom, etc. 
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Start-up Times 


The established literature normally assumes that 
the total purchase price is paid when the machine 
is installed. Equally, it is assumed that full oper- 
ational savings are achieved from day one. For a 
single machine, the errors incurred by assuming 
that the investment takes place at the time of 
commissioning are not excessive. However, 
significant discrepancies do ensue from believing 
that full savings are achieved when production 
starts. Darnell and Dale (1982) stress this point 
when considering project management and they 
state that this is where major incoming cash flows 
are lost. In one application of this program, an 
engineering company was considering the purchase 
of a CNC lathe. However, because of the small 
batch size involved, a large number of programs 
needed to be written and thus two years would 
have elapsed before enough programs were avail- 
able to ensure that the machine was fully loaded. 


One Man-—Two Machines 


Multi-machine operation/operator is often in- 
cluded in case studies of CNC and automatic 
machines, without allowance being made for the 
significant reduction, in utilisation that will result. 
In one application of the program, a choice existed 
between a single CNC lathe, double shifted with 
one operator on each shift, or two automatics, on 
single shift, with one operator running both ma- 
chines. Intuitively, the two automatics would seem 
to be the logical choice, with the additional £9,000 
capital investment being regained in the first year 
by saving one operator plus a shift premium. 
However, even though the machining times were 
the same on both machines for the components 
considered, the automatic required four hours of 
set-up for 16 hours of machining time, compared 
with the half hour needed to set the CNC machine. 
Because of the short cycle times, the operator could 
not efficiently load one machine while the other 
was being set, with the inevitable result that both 
machines would be stopped. Thus, for two batches 
of components, the realistic productive hours 
would be: 


CNC 

Machining 32 hours; setting 1 hour. Total 33 
hours. 
Automatic 


Machining 32 hours; setting 8 hours; lost time 8 
hours. Total 48 hours. 

For 80 hours available machine time a week the 
utilisation would be: 


CNC 


Machining 80 x $ = 77.6 hours 
Setting 80 x 4 = 2.4 hours 
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Automatic 


Machining 80 x # = 53.3 hours 
Setting 80 x 5 = 13.3 hours 
Lost time 80 x $= 13.3 hours 


In summary: 


Automatic CNC 


Hours available 80 80 
Setting 13.3 2.4 
Lost time 13.3 0 
Machining 53.3 77.6 


Therefore, to produce the same weekly volume of 
work, a third automatic would be. needed. Al- 
though this is a simplistic analysis, it illustrates the 
problem which can arise when trying to operate at 
more than one machine/man. 


Selecting Components 


When selecting components for a FMS, it is neces- 
sary to determine the smallest number of parts 
which result in a full utilisation of the system. This 
occurs because of the very high cost of producing 
software, tooling and fixturing for each com- 
ponent. However, for an individual machine in a 
general machine shop, the objective is to select 
those components which give the greatest savings. 
Consider the following components: 


Old Old 
Set-up Piece Batch Total 
Time Time Oty. Time 
30 5 100 530 
45 35 12 465 


The program incorporates an automatic sort pro- 
cedure which, for each component, calculates the 
time ratio between the old and new machine and 
then sorts the components into an ascending value 
of this ratio. Thus, those components which give 
the greatest saving can be readily selected for the 
new machine. When this facility was used in a 
company which had a high proportion of ‘on-off’ 
type work, it was found that many of the com- 
ponents selected for CNC machinery were not 
simple parts, made in batches for stock, but com- 
plex items made in small quantities, where the 
complexity resulted in a much higher percentage 
saving in batch time. The selection of parts in this 
manner has shown that CNC is viable in the 
company, whereas a conventional appraisal ap- 
proach had previously shown CNC not to be 
viable. 


Previous work by other authors 


Much has been written relating to the advantages 
of CNC, with some papers including specific 
financial evaluations. Of 20 articles examined, 
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seven had sufficient data for the program to re- 
evaluate the results. For the other papers there was 
insufficient data for the program, but the method 
used by the past authors could be critically 
checked. In only one example, Leonard (1975), did 
the results from the program coincide with the 
findings of the publication. For all other examples 
the DCF return was understated. Therefore, the 
methods used by past authors were examined to 
establish the cause of the discrepancy. With the one 
exception stated, all other writers had used. the 
same basic technique: namely to take a small 
sample of representative components and calculate 
their cost of manufacture. These figures were then 
extrapolated to give the total cost for both the 
existing and the proposed methods, with the 
difference in these two results being the saving used 
to calculate the DCF or Payback return. However, 
when calculating the cost of manufacture, depreci- 
ation and, in some cases, general overhead had 
been erroneously included in the cash flows. 
Littlefield and Rathmill (1978) compounded this 
situation by stating that because the existing ma- 
chines were over 10 years old, the depreciation was 
zero: however, the CNC machine was costed at 
full depreciation and these depreciation rates were 
then included in the DCF analysis. The result was 
that the savings quoted gave less than half the 
return achieved when cash flows only were consid- 











New 
Piece Total 
Time Time Saving 
2 230 300 


165 300 





ered. The conclusion which they reached as a result 
of their analysis was that CNC machines were 
financially viable for batch sizes between 15 and 
150: thus companies which normally manufactured 
batches outside this range did not consider CNC. 
Using correct methodology-shows that the range 
can be 1 off to over 500 off. The following example 
shows the effect of using the methodology applied 
by most authors: 


Effect of Depreciation 

A firm has a choice between two machines 
costing £20,000 and £60,000, both with an expected 
life of 10 years, working 2,000 hours per year. A 
representative component is chosen which takes 
two hours on the first machine and one hour on the 
second. The costs are: 


Machine A Machine B 


Capital cost £20,000 £60,000 
Depreciation per year 

(for 10 years) £2,000 £6,000 
Depreciation per hour £1.00 £3.00 
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Component time 2 hours 1 hour 

‘Labour cost at £3 -- : l l 
/hour £6.00 £3.00 

Variable overhead £2.00 £1.00 

Depreciation £2.00 £3.00 

Cost per component £10.00 £7.00.. 


As 2,000 parts could be produced, per year on B, 
the total saving by the purchase of B, compared 
with two machines of type A to give the same 
production, is £3.00 x 2,000 = £6,000 per year. 
This figure is then used to calculate the DCF or 
Payback return. | 
If depreciation is not included the costs becom 


| Machine A Machine B 
Manufacturing costs 
per component 


£8.00 £4.00 


The saving is now £4.00 x 2,000 = £8,000. The 
inclusion of depreciation has resulted in the savings 
being understated and, therefore, wrong .conclu- 
sions drawn: for example, the range of batch 
quantities for which CNC is viable. Using this 
technique will cause companies to make wrong 
decisions, i.e. acquire the wrong machine. 


Development of computer program 


Two computer programs have been written, one 
for evaluating single machine tool purchases and 
the other for major projects such as a FMS. For 
a single machine, it is assumed that the changes in 
the factory are limited to factors specifically con- 
nected with the machine. However, for FMS it is 
necessary to consider a situation where the entire 
operation of the factory may be extensively auto- 
mated. Appendix I lists the parameters considered 
in evaluating a single machine tool. 

Using a VDU the program asks for data corre- 
sponding to the parameters in such a way that it 
ensures the data are complete and in the correct 
format, thus avoiding the erroneous use of depre- 
ciation or fixed overhead, etc. Because a data check 
list is also used corresponding to the VDU ques- 
tions, the values entered can be checked and also 
kept for subsequent post-audit. 

To calculate DCF returns using traditional 
methods, and considering all the variables listed, 
would require an excessive time. However, by use 
of the program, a complete set of data can be 
inputted in five minutes and the corresponding 
results obtained instantaneously. Therefore, it is 
readily feasible for a variety of investment possi- 
bilities to be evaluated before the assessor’s efforts 
are concentrated on the alternatives which promise 
the best returns. 

The use of the program does not totally over- 
come the problem of managers overstating poten- 
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tial. savings but, because it gets away from the 
normal approach of using global figures, and asks 
for detailed specific figures in each potential area of 
cost or savings, the result is that much more 
accurate figures will be used. 


Effect of taxation of stock and WIP 


When considering the savings resulting from a 


reduction in WIP and stocks, the cashflow benefits 


are seriously affected by taxation. Although a 
reduction in WIP is not usually achieved by a 
single machine purchase, when considering a major 
project such as FMS a reduction in stock levels is 
of critical importance. The reduction in stock and 
WIP creates two cash flow benefits: 


(1) the reduction in variable costs achieved by 
reducing production to reduce stocks; 
(2) the saving in tax which arises because profit 


is reduced by the amount of fixed overhead 
incorporated in stock and WIP. 


For example, assume a product cost consists of: 


£ 
Variable cost 260 
Fixed overhead 90 
Total cost- 350 


A reduction of one unit in stock increases net cash 
flow by: 


Saving of variable cost 260 
Tax on reduced profit 45 
Total increase 305 


Prior to the 1984 budget the reduction in stock 
also affected taxation by reducing stock relief. 
After the introduction of the new manufacturing 
process, the remaining WIP and finished stock will 
be revalued by reference to the new method of 
working. Insofar as fixed overheads are included in 
the stock valuation this will have a further effect on 
taxation. 


Conclusions 


By using a computer program which incorporates 
all the parameters affecting incremental cash flows, 
and by strict adherence to DCF principles, it has 
been shown that past authors have understated 
the advantages of CNC machines. The present 
work has shown that CNC machines are 
financially viable for a much wider range of batch 
production than was hitherto assumed. Similarly, 
many engineers who believed that DCF techniques 
made it more difficult to justify the purchase of 
CNC, elected to include other factors within the 
analysis, such as depreciation, seemingly to im- 
prove the case. In practice, this unwittingly made 
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the case worse, with the result that the optimum 
equipment was not purchased. However, by using 
a program such as the one discussed in this paper, 
companies can overcome the difficulties normally 
experienced with DCF, thus improving the quality 
of their capital investment Cecisions. 
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Appendix I 
Parameters considered by the single 
machine program 


The parameters which affect DCF return are: 


l. Initial capital cost, including installation, 
training etc. 

2. Working life of new machine. 

3. Resale value of machine at end of company 
life. 

4. Resale value of plant made surplus to re- 
quirements by new pu.rchase. 

5. Capital expenditure avoided by the purchase 
and its timing. 

6. Number of programmers and if an extra 
programmer has to te hired. 

7. Initial tooling costs not capitalised. 

8. Tooling costs avoided by making the pur- 
chase. 
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9. Cost of maintenance contract. 

10. Cost (or saving) of changes in indirect staff, 
e.g. Inspection. 

11: Changes in expenditure on heat, light, power 
etc. 

12. Will purchase reduce sub-contract work? 

13. Will purchase enable sub-contract work to be 
taken on? 

14. Will scrap be reduced? 

15. Will re-work be reduced? 

16. Will set-up time be altered? 

17. Will batch sizes change? 

18. How many shifts will machine be worked? 

19. Will utilisation be improved? 

20. Will purchase be operated as 1 man—! 
machine? 

21. What is the effect of development grants? 

22. What is the total number of components to 
be programmed initially? 

23. Percentage of programs likely to be modified 

` per year. 

24. Ratio of total batch times between existing 
and new machine. . 

25. Cost of capital. 


Although this constitutes a lengthy list to evalu- 
ate, it has been found in practice that for a 
particular purchase it is unlikely that more than a 
third of the items will be stated. However, in 
addition to the above list of parameters, which 
vary from one machine to the next, other factors 
need to be inputted which are specific to a partic- 
ular company and do not change frequently. These 
are: 


Basic wage of operators. 
Wages of programmers. . 
Taxation rate. 

Shift premium. `.. ; 
Hours worked per year: 
Additional operator costs. 


SS te 
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Integer Programming Approaches 
to Resource Allocation and 


Profit Budgeting 


J ohn M. Wilson* 


A recent paper by Chen discussed an Integer 
Programming formulation of a cost-volume-profit 
(CVP) analysis problem. This approach was an 
extension of an approach by Sheshai, Harwood 
and Hermanson.’ The method proposed by Chen 
has some interesting features but fails to take full 
advantage of techniques available in the formu- 
lation and solution of integer programming prob- 


lems. A discussion of such -echniques can be found. 


in Williams.’ The model proposed by Chen has 20 
variables and 21 constrainis. This paper will show 
how the same model can be reformulated as one 
containing 16 variables and 7 constraints (and 
three reclassified constrainis). Such a model can be 
handled and solved more easily. As Chen sug- 
gested: 


... producing a good irteger programming for- 
mulation, however, requires skill. It is very easy 
to prepare a poor formulation even for an 
essentially easy problem. 


Reformulation of the model 


A contribution function will be considered to take 
the form shown in Figure 1. This diagram 1s 
essentially the one used ky Chen with the vertical 
axis labelled for clarity. This is a simplified func- 
tion for one product, but the analysis of the 
simplified function will provide an understanding 
of the principles behind its representation. Fixed 
costs are also illustrated in the diagram. 


*The author thanks the enonymous referees for their 
suggestions and comments, wkich have led to improvements 
in this paper. 


“IChen, J. T., ‘A Simplified Integer Programming Approach 


to Resource Allocation and Profit Budgeting’, Accounting and l 


Business Research, Autumn 1983, pp. 273-278. 

*Sheshai, K. M. El., G. B. Harwood and R. H. Hermanson, 
‘Cost Volume Profit Analysis with Integer Goal Pro- 
gramming’, Management Accornting, October 1977, pp. 43-47. 

Williams, H. P., Model Building in Mathematical Pro- 
gramming, Wiley, 1978. 
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Contribution Function 


The contribution function has a piecewise linear 
form and as such has received considerable atten-. 
tion in the literature on linear programming. Such 
a function can be handled by use of a ‘special 
ordered set’ of Type 2. These sets were introduced 
by Beale and Tomlin‘ in 1970 and have now found 
their way into most mathematical programming 
computer packages available in Britain and the 
USA. Sciconic’ was the pioneering package to use 
such sets on UNIVAC computers and it is now 
available on DEC/VAX, PRIME, IBM and many 
computer systems. Similar facilities are also to be 
found in the packages APEX on CDC machines‘ 
and LP-2900 on ICL machines.’ Such packages 
could be said to represent the industry standard for 
mathematical programming. 

The special ordered set facility allows the user to 
model the piecewise linear function in a convenient 
way without having to specify requirements to 
ensure that the results are consistent with the 
piecewise linear shape——all awkward features are 
handled automatically by the computer package. 
Essentially all the user has to do is to describe to 
the package that a function is piecewise linear and 
to indicate the breakpoints and then the package 
will automatically interpolate. It is the use of the 
facility of special ordered sets that essentially dis- 
tinguishes the formulation described in this paper 
from that of Chen. 

The relationship between output volume and 
contribution is illustrated in Figure 1. Output 


“Beale, E. M. L. and J. Tomlin, ‘Special Facilities in a 
General Mathematical Programming System for Non-convex 
Problems Using- Ordered Sets of Variables’ in J. Lawrence 
(ed), Proceedings of the Sth International Conference of 
Operation Research, Tavistock, 1969. 

*Sciconic VM Users Guide, Scicon Computer Services, 
Milton Keynes. 

SApex HI Reference Manual, Control Data Corporation, 
Minneapolis, Minnesota. 

LP 2900 Reference Manual, International Computers, 
London. 
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Total fixed 
costs 


Output volume (x) 


volume x is defined by: 
X= rd, + rd, + rydyt rady + rsd; + reds + rod, 


where the variables {d, to d,} form a -special 
ordered set of type 2. Such a set of variables is 
defined to have the property that its sum is unity 
but that no more than two variables may take 
non-zero values, and if two take non-zero values 
than the two variables must be adjacent in the 
ordering; e.g., d,=0.4, d,= 0.6 is an acceptable 
solution. The computer package will ensure that 
satisfactory values are chosen for the:variables in 
accordance with the adjacency condition. The vari- 
ables are introduced only to describe the posi- 
tioning of breakpoints and have no tangible mean- 
ing, although their final values will be helpful in 
interpretation of the solution. 

The contribution k associated with x is defined 
by: 


k = cid + Cy, + czd; + cady + css + cede + 7d, 


Fixed Costs 


Fixed costs of the type shown in Figure 1 may be 
formulated using a constraint to link costs to 


Beale, E. M. L., ‘Advanced Algorithmic Facilities for 
Mathematical Programming Systems’, in J. Abadie (ed), 
Integer and Nonlinear Programming, North Holland, 1969. 





output x: 

— (f; — F,)b, — (f4 — fa)b; < O 
where 6,, b, and b, are 0-1 integer variables, :and 
there will be a corresponding representation of the 


costs in the objective function of the model by 
means of: 


— (ĉ, — €:)B, — (6 — ĉ)bz — (Ca — C5). 


There is no need to force continuity conditions on 
the fixed cost curve provided: 


(& — ĉ) < (8 — Gy) < 


x — (f — Î,)b, 


ĉ, — €3) 
and 


(P — Fi) > (Fy — P) > Pa — P). 


Numerical example 


Using the data provided by Chen as shown in 
Table 1 the problem is formulated as in Table 2. 
Variable x, represents total volume of product 1. 
Variables x3, X22, X23; represent volume of product 
2 within the three given ranges. The upper bounds 
on variables x3, X», xX; should not be treated as 
explicit rows since the solution procedure performs 
better when such bounds are input implicitly. The 
solution process is modified to take account of 
such bounds and this technique has been incorpo- 
rated into most mathematical programming pack- 
ages (see for instance Beale).* Thus the require- 
ments x, < 6000, x < 5000, x,, < 7000 would not 
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Table 1 
Revenue and cost data for numerical example 
Unit Contribution 
Product Range of Volume (£) 


0--1,000 1.75 
1,000--4.000 2.00 
4,000-9,000 2.30 
9,000—11,00C 1.80 

11,000-15,00C 0.50 


Incremental fixed costs: 
£5,000 at 0 units, £8,000 at 8,000 units 
2 06,000 2.25 
2 6,000—1 1,000 2.00 
2 11,000—18,000 1.00 


Incremental fixed costs: 
£4,000 at 0 units, ££,000 at 10,000 units 


— 5000 


— 10000 — 8000 


Constraint: 0.5 hours of labour are required 
for preduct 1; 
0.42 hours of labour are required 
for prcduct 2; 
total number of houcs available is 10,000. 


— 8000 —4000 





— 5000 


I 


normally be regarded as constraint rows, and 
would be input to the computer package in a 
simpler way. 

Range conditions on product 1 are set by: 


where b, and bp are 0-1 integer variables. 
--. Range conditions on product 2 are set by: 


l l 
1750 7750 19250 22850 24850 


1000 4000 9000 


11000 15000 


E 


Xn + Xn + Xa 
— 10000% — 8000b, <0 (Row 6) 


l 


where b, and b, are 0-1 integer variables. 
The objective function is then: 


- 


Í 


0.42 0.42 0.42 


maximise G = k +2.25x, + 2X + X3 


pz 5000%b;; CA 80008,, — 40006,, 
— 50005., (Row 1) 


4 


i 


3 
l 


The variable k represenzs the contribution from x, 
and is defined by the pair of equations: 


l 


k = 1750d, + 7750d, + 192504, 
+ 22850d; +24850d; (Row 3) 
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respectively. All variables are non-negative. 


Mixed integer programming model 
2 


Table 2 


x, = 1000d, + 40004, + 9000d, 
+ 11000d, + 15000d, (Row 4) 





Columns 


“where d, d, dẹ d;, & together with d; form a 
special ordered set of type 2. As discussed earlier, 
- the objective function coefficients for bi, biz, bx, 
- :by) ensure that solutions such as b, = 1, bu = 0 will 
not occur. 


The formulation is completed by a row linking 
he variables of the special ordered set: 


nd the restriction on labour hours which is mod- 
lled by: 


0.5x, + 0.42x>, +- 0.42x,, 
+0.42x < 10000 (Row 7) 


{ote that Row 5 and Row 6 are more compact 
presentations of the fixed cost breakpoints than 
nose adopted by Chen. 

The Sciconic Mathematical Programming Sys- 
2m on a Prime 400 Computer has been used to 
olve the problem. The model required six nodes to 
nd an integer solution and seven further nodes to 
rove its optimality. Using the formulation due to 
shen the problem was resolved and required seven 
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nodes to find an integer solution and eight further 
nodes to prove its optimality. The Sciconic pack- 
age guarantees a globally optimal solution irres- 
pective of the shape of piecewise functions. 


Conclusion 


This paper has demonstrated how standard facili- 
ties in integer programming computer packages 
can aid the formulation of CVP analysis problems. 
Such packages can handle large numbers of vari- 
ables and, for this type of application, there is no 
reason why a large scale multi-product problem 
could not be tackled. The approach suggested in 
this paper is able to reduce dramatically. the num- 
ber of constraints in the formulation compared to 
that of Chen. 
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The Use of Inflation-adjusted Accounting 


Data by US Banks 


Mostafa M. Maksy* 


The problems of measuring and reporting the 
effects of changing prices have been debated in the 
US accounting literature since at least 1918.' After 
that long period of debate, the Financial Account- 
ing Standards Board (FASB) issued Statement of 
Financial Accounting Standards No. 33 (SFAS 
33), which is considered to be one of the most 
important of its statements. SFAS 33 is the first 
authoritative accounting pronouncement that re- 
quires certain large publicly held enterprises’ to 
report constant dollar (CD) and current cost (CC) 
data as supplementary disclosures to the primary 
historical cost (HC) financial statements. Such 
supplementary data include a statement of income 
from continuing operations and a five year sum- 
mary of selected financial data both adjusted for 
changes in the general price level, i.e. on a CD 
basis, and for changes in specific prices, 1.e. on a 
CC basis. Also required are: the purchasing power 
gain or loss on net monetary items, the CC 
amounts of inventory and property, plant and 
equipment (PP&E) at the year end, and the in- 
creases or decreases in CC amounts (known in the 
accounting literature as holding gains or losses) of 
inventory and PP&E, net of the effect of general 
inflation. 

The FASB claims that such supplementary data 
are: 


intended to help [investors, lenders, and others] 
in the assessments of future cash flows...enter- 
prise performance,...the erosion of operating 
capability, and...the erosion of the general pur- 
chasing power [of the enterprise] (SFAS 33, 
para. 3). 


Corporate accountants spend considerable 
amounts of time and money in the preparation of 


SFAS 33 data. While SFAS 33 data are presented 


*The author acknowledges with appreciation the valuable 
comments of Professor Leopold A. Bernstein and of an 
anonymous reviewer on an earlier draft. 

"The procedures for restating financial statements to a 
constant dollar basis were discussed by Middleditch (1918). 
Generally, however, the credit for developing constant dollar 
-accounting is given to Sweeney (1936). 

Those with inventories and gross property, plant and 
equipment in excess of $125 million or total assets in excess 
of $1 billion. 


in corporate annual reports as ‘unaudited’, the 
independent auditor must, nevertheless, review 
such data to make sure that they are compatible 
with the audited financial statements and the notes 
thereto. 

The critical question for accounting standard 
setters is whether decision makers do, in fact, use 
these data on which both private and public ac- 
countants spend considerable resources in prepar- 
ation and review. The purpose of this article is to 
report the results of a field study which attempted 
to answer this question as it related to bank 
lenders. 


The field study 


Specific Issues 


More specifically, the field study attempted to 
provide answers to the following questions: 


(1) Do SFAS 33 data lead commercial bank 
lenders to make decisions different from 
those based on the conventional HC data 
alone? 

(2) Does the type of SFAS 33 data (CD, CC, or 
both) affect bank lending decisions? 

(3) Does the location of SFAS 33 data (i.e. only 
in the notes to the financial statements or on 
the face of the income statement as well) 
have any effect on lenders’ decisions? 

(4) Does the disclosure of SFAS 33 data cause 
lenders to spend more time in data analysis 
and decision making? 


Research Hypotheses 


Accordingly, the following hypotheses were formu- 
lated: 

(1) The effect of SFAS 33 data on lending 
decisions is not statistically significant. 

(2) The effect of the type of SFAS 33 data (CD, 
CC, or both) on lending decisions is not 
statistically significant. 

(3) The effect of SFAS 33 data presentation 
mode (only in the notes or on the face of the 
income statement as well) on lending deci- 
sions is not statistically significant. 

(4) The effect of SFAS 33 data on the time 
consumed in data analysis and decision 
making is not statistically significant. 
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Exhibit 1 
The Research Design 
Control 


Group ` «Group Type-> 


«—Information Level— 
(Number and Content) 


Mode I 


to the financial statements 
Mode 2 


Mode of 
Presentation 


statements 


The methods used to test the above hypotheses, 
the results obtained, their interpretation and impli- 
cations are presented below. Further hypotheses 
are tested in another article (Maksy, 1984; see 
footnote 4). 


The Research Design 


A random sample of 1050 commercial bank 
lending officers (BLOs) at different levels in bank 
hierarchies was selected from the 1981 edition of 
Polk’s Directory of Banks. The sample was distrib- 
uted among 240 banks in 40 States and the District 
of Columbia. The 1050 BLOs were randomly 
assigned to seven groups of 150 each (Exhibit 1). 
Group 1 received no SFAS 33 disclosure and 
served as a control. The other groups received the 
HC data plus supplementary SFAS 33 data— 
either CD, CC, or both. Furthermore, SFAS 33 
data were presented either exclusively in the foot- 
notes (Presentation Mode 1) or in both the footnotes 
and income statement (Presentation Mode 2). 


The Data Set 


The data set enclosed with the questionnaire? 
mailed to the 1050 BLOs was condensed from the 
annual report of an actual company (whose name 
was disguised as Company A). The inventory and 
property, plant and equipment of the company 
amounted to about $200m and its earnings as 
adjusted for the impact of changing prices were 
reduced from $6 m profit to $8 m loss. The com- 
pany used in the study was chosen from among the 
companies whose earnings from continuing oper- 
ations have been severely affected by the impact of 
changing prices. It was assumed that, if SFAS 33 
data have any effects, lending decisions concerning 
such companies should be significantly affected. If 
not, then no effects are expected on lending deci- 
sions concerning companies whose earnings are 
mildly reduced as a result of changing prices. The 
data set included an income statement, a balance 





3A copy of the questionnaire may be found in Maksy (1984) 
and a copy of the data set may be obtained from the author. 


Inflation effects are shown only in the notes 


Inflation effects are shown on the face of the 
Income Statement and the notes to the financial 
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Treatment Groups 


2 3 4 
HC+CD | HC+CC |HC+CD+CC 
Group 3 | Group 4 


Group 5 | Group 6 Group 7 l 


sheet, a statement of changes in financial position, 
and a number of footnotes including the note on 
inflation effects. It was left to lending officers to 
calculate any ratios considered important for their 
decisions. However, all groups were asked to as- 
sume that (a) the firm was a new customer who 
could eventually have established a long-run re- 
lationship with the bank, (b) the loan’s purpose did 
not violate the bank’s policy restrictions, (c) the 
firm’s management had unquestionable integrity 
and a good track record, and (d) even though the 
firm requested a $15 m unsecured commercial loan, 
the lending officer could recommend anywhere 
from zero to the requested amount or the max- 
imum lending limit of the bank. 

The questionnaire and the data set were 
presented to ten lending officers in six different 
banks in the New York and New Jersey area to 
evaluate them as to understandability and fea- 
sibility of the task. Moreover, a pilot testing study 
was made before the nationwide mailing was con- 
ducted. Both the questionnaire and the data set 
were modified to accommodate the valuable infor- 
mation garnered from the above two steps. 


Research Variables 


The research variables are classified as task (or 
decision) variables, subject variables, and the inter- 
action variable. 


(i) Task variables (lending decisions): 

I. A recommendation of a loan up to $15m 
for six months to finance inventory. 

2. An estimate of the increment above the 
prime rate for the 6-month loan. 

3. An estimate of the probability of default on 
the 6-month loan. 

4. An estimate of the probability that the firm 
will be a good credit risk during the next 
three years. 

5. A recommendation of a loan up to $15m 
for a 3-year term to purchase equipment. 

6. An estimate of the increment above the 
prime rate for the 3-year loan. 
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7. An estimate of the probability of default on 

the 3-year loan. 
(ti) Subject variables: 

8. The subject’s risk attitude as measured by 
his acceptable annual average percentage 
losses on commercizl loans. 

9. The subject’s experience in terms of number 
of loans evaluated in the past five years. 

(iii) Interaction variable: 
10. Time spent on data analysis and answering 
the questionnaire. 


The BLOs were also asked to list the most 
important factors used in making their decisions 
and any additional information they would have 
liked. The purpose of these questions was to 
determine whether the BLOs used SFAS 33 data in 
making their decisions. 

Also respondents were asked to provide various 
biographical and bank related data (i.e. other 
subject variables) to assure a random assignment 
of BLOs to the seven research groups. 


The Results 
Valid responses were received from 267 BLOs in 


143 banks in 35 States. The respondents were fairly — 


distributed among the seven groups (Exhibit 1) 
with respect to risk attitude, experience, mem- 
bership in professional banking associations, title 
(or position at the bank), bank size, and bank 
activity ratio (the ratio of loans to deposits). 
Furthermore, using the parametric t test and the 
non-parametric Mann-Whitney U test, it was 






Table. 1 
Means of task variables and the interaction variable 









Task Variable Number Interaction > 
Group No. of l 2 3 4 5 6. 7 Variable 
Description No. Cases? $m A KH Fe SS" RK BK Minutes 
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found that the difference in the two most im- 
portant subject variables (risk attitude and experi- ` 
ence) among groups is not statistically significant. 
Thus, there is no reason to suspect a significant 
limitation to the sample and respondents’ repre- 
sentation of the population of commercial BLOs in 
the United States. 

Table 1 presents a summary of quantitative data 
obtained from the questionnaire. Before any statis- 
tical tests are performed on the data presented in 
Table 1, it is observed that BLOs’ decisions do 
actually seem to have been affected by the avail- 
ability of SFAS 33 data. For example, all treat- 
ment groups (who received SFAS 33 data) under 
any information level or presentation mode were 
willing to lend, on average, a lower amount of loan, 
whether for a short-term (variable 1) or for a 
long-term (variable 5), than the control group was 
willing to lend. Moreover, the treatment groups 
were willing to lend such lower loans only at a 
higher interest rate than that acceptable by the 
control group (see variables 2 and 6). Furthermore, 
with only one exception (Group 6, variable 3), all 
treatment groups estimated a higher probability of 
default than that estimated by the control group 
(see variables 3 and 7). Note that variable 4 is 
complementary to variable 7 and was provided in 
the questionnaire only to check the consistency of 
BLOs’ decisions. 

However, to determine whether the above ob- 
served differences between the decisions of the 
treatment groups and those of the control group 
are statistically significant, tests must be performed 





























Control (information 12.7 74.6 6:93 1.04 15.2 

level 1) 

Presentation 2 44 649 0.65 17.5 75.3 6.19 1.05 196 © 62 

mode 1 3 32 7.30 0.74 16.8 76.5 6.43 1.21 19.5 57 
4 39 6.63 0.89 14.8 79.6 4.63 1.34 21.4 73 

Average 

mode | 24+3+4 115 676 0.76 16.4 77.1 5.73 1.07 20.2 65 

Presentation 5 43 6.41 0.75 18.2 69.3 5.41 1.41 24.6 45 

mode 2 6 33 8.17 0.83 10.9 75.4 6.48 1.22 26.5 49 
7 33 6.95 0.79 13.9 72.7 5.36 1.33 27.6 86 

Average 

mode 2 5+6+7 109 7.11 0.79 14.7 72.2 5.72 1.33 24.3 53 

Average both 

modes ; 2to7 224 6.93 0.77 15.6 74.7 5.73 1.20 22.2 59 

Info. level 2 2+5 87 6.45 0.70 13.8 72.3 5.81 1.23 22.1 54 

Info. level 3 3+6 65 7.73 0.78 13.8 76.0 646 1.22 20.0 53 

Info. level 4 4+7 72 6.78 0.85 14.4 76.2 4.97 1.33 24.2 79 


"This is the total namber of respondents. A few respondents did not answer certain questions. The means 
shown are computed using the actual number of responses for each variable. 
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Table 2 
F ratios from one-way ANOVA test for differences 
in means of each task variable, Hypothesis 1 
Degrees of 
Task variable number freedom 
Mode 2 3 4 5 6 7  [num., den] 


J 1.040 1.126 1.287 0.434 1.756 0.718 0.919 [3,125] 

2 0.758 0.509 0.296 1.355 1.444 0.730 1.018 [3,117] 
Both 0.907 0.997 0.594 1.064 1.304 0.415 1.420 [3,213] 
Note: None of the ratios is significant at « < 0.10. 


Table 3 
Student t values for differences in means of 
each task variable, Hypothesis 1 | 
Presentation Levels Task variable number Degrees of 
mode compared 3 4 5 l freedom 


1&2 1.32** 0.20 0.80 
1&3 0.62 0.75 0.70 
1&4 1.17 1.75** 0.43 
1&2 1.39** 0.93 0.97 
1&3 0.02 126 —0.37 
1&4 0.87 1.10 0.21 
Both 1&2 1.59 0.62 0.99 
1&3 0.38 1.14 0.25 
1&4 1.21 1.68* 0.39 
*Significant at « < 0.05. 
**Significant at « > 0.05 but < 0.10. 


Table 4 l 
Z values from the non-parametric Mann-Whitney T U test for differences in each task variable, 
Hypothesis 1 
Presentation Levels Í Task variable number 
mode compared 3 4 5 


1&2 1.186 0.257 0.269 0.443 0.368 -0.603 0.642 
1&3 0.538 0.411 0.847 0.541 0.171 0.035 1.209 
1&4 1.136  1.624* 1.449** 0.881 1.400** 0.619 1.441** 
l&2 1.240 0.943 0.590 = 1.586** 0.579  1.337** 1.585** 
1&3 0.052 1.026 0.266 0.314 0.200 0.520 0.496 
1&4 0.860 1.068 1.040 0.401 0.931 0.734 3.152* 
Both i 1&2: 1.395** 0.404 0.497 0.650 0.542 0.437 1.291** 
i 1&3 -0.287 0.841 0.652 0.134 0.014 0.301 1.003 


1&4 1.172  1.599** = 1.474** 0.355  1.377** 0.788  2.639* 
“Significant at x <0.05. 
**Sipnificant at « > 0.05. but < 0.10. 


Table 5 
F ratios from one-way ANOVA to test for the effects of the type of 
SFAS 33 disclosures, Hypothesis 2 

Presentation Task variabie number Degree of 
mode 1 2 3 4 5 freedom 


1 0.170 1.077 0.797 0.551 0.701 0.911 0.964 [2,93] 

2 0.579 0.022 0.344 1.221 0.688 0.271 0.987 [2,85] 

Both 0.265 0.765 0.338 1.240 0.003 0.262 1.623 = [2,181] 
None of the ratios in the Table is significant at « < 0.10. 
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Table 6 
' Student t values for differences in means of each 
task variable, Hypothesis 2 


. . l Degrees 
Levels Task variable number of 
Mode compared 3 4 5 freedom 


2&3 —0.59 0.50 —0.10 0.22 —0.17 0.88 —0.02 
2&4 —0.11 1.41** — 0.48 —0.67 L18 1.34** 0.35 
3&4 0.47 0.86 0.36 —0.90 1.29 0.52 0.37 
2&3 —1.33** 0.45 ~1.39** —1.81* —0.78 —0.96 —0.75 
2&4 —0.39 0.27 —0.71 —1.67* 0.03 —0.33 0.56 
3&4 0.83 —0.17 0.58 0.22 0.72 0.53 1.28 
Both 2&3 —1.35** 0.68 —0.96 —1,24 ~—0.67 —0.13 —0.58 
2&4 —0.35 1.26 ~—0.86 —1.79* 0.88 0.63 0.57 
3&4 0.94 0.51 0.15 —0.50 1.43** 0.74 1.13 
*Significant at œ < 0.05. 
. **Significant at « > 0.05 but < 0.10. 


Table 7 

Z values from the non-parametric Mann-Whitney U test for the difference in each 
task variable, Hypothesis 2 

Presentation Levels Task variable number 

mode compared . 3 4 5 


2&3 0.582 0.616 .520 1. 0.588 0.556 
2&4 0.010  1.730* i ; 1.160 1.075 
3&4 0.305 0.908 38 1.697* 0.466 
2&3 1.319** 0,288 0.488 0.506 
2&4 0.108 0.244 : ; 0.579 0.419 
3&4 1.024 0.000 .883- 0.664 0.769 0.383 

Both 2&3 1.277** 0.621 í 0.756 0.039 
2&4 0.090  1.441** Q. 1. 1.236 0.590 
3&4 1.073 0.668 ; ; 1.768* 0.634 

*Significant at a < 0.05. 
**Significant at « > 0.05 but <0.10. 


Table & 

F Ratios from one-way ANOVA fo test for the effects of 

SFAS 33 data presentation mode, Hypothesis 3 

Information Task variable number Degrees . 
level l 2 3 4 5 6 7 of freedom 


0.061 0.537 0.030 0.787 1.293 3.330** 0.025 

0.643 0.045 1.829 0.217 0.882 0.030 0.056 

0.940 0.294 3.184** 1.531 0.736 0.000 0.684 

2,3&4 0.791 0.035 2.659** 1.355 0.119 1.435 0.076 
**Sign‘ficant at a > 0.05 but < 0.10. 


Table 9 

Student t values for differences in means of each 

task variable, Hypothesis 3 

Information Task variable number Degrees 
level l 2 3 4 5 7 of freedom 


2 = 0.06 0.64 0.12  1.86* 0.62 1.87* 1.00 84 
3 —0.59 0.47 —1.06 —0.27 -0.03 0.02 0.19 62 
4 —0.22 —0.54 —0.19 084 —0.51i —0.02 1.18 69 
2,3&4 -—0.43 0.30 —0.50 .1.65* 0.04 1.13 1.37** 218 
*Significant at « < 0.05. 
**Significant at « > 0.05 but <0.10. 
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Table 10 

Z values from the Mann-Whitney U test for differences 

in each task variable, Hypothesis 3 

Information Task variable number 
level l 2 3 4 $] 


0.0712 1.1166 0.2333 1.7359* 0.2731 1.9862* 0.9095 

0.7351 0.4809 0.5454 0.8436 0.2996 0.3649 0.5402 

0.0467 0.5176 0.4253 0.9057 0.2922 0.0835  1.7000* 
2,3&4 0.4568 0.5135 0.3160 1.2097 0.1016 1.3509** 1.2073 
*Significant at « < 0.05. ; 


**Significant at « > 0.05 but <0. 10. 





Tabie 11 
F, t and Z values for differences in time consumed, Hypothesis 4 
I 2 Both 
Levels 
compared Value [d.f.] Value [df.] Value fd.f.] Statistic 
All 0.966 [3,103] 2.012** [3,94] 1.438 [3,175] F 
1Vs.2 2.25* [81] 0.08 [84] 1.34** [128] 
-1Vs.3 = 1.65* [73] 0.50 [72] 1.26 [104] t 
1Vs.4 2.07* [48] 2.38* [37] 3.02* [96] 
1 Vs, 2 2.306* 0.192 1.455** 
1Vs.3 1.853* 0.779 1.570** Z 
1 Vs. 4 


*Significant at æ < 0.05. 


2.500* 222" 2.789* 


**Significant at « > 0.05 but < 0.10. 


d.f. = degrees of freedom. 


using a certain significance level. The significance 
level used in most research studies is 5%. 

The hypotheses of this research’ study were 
tested using one-way analysis of variance, student 
t, and the non-parametric Mann-Whitney U tests. 
Both a 5% and a 10% level of significance were 
used. . 

_ The results of the tests are shown in Tables 2 to 
11. A review of these tables reveals that only 
hypothesis 4 can be rejected under the first mode 
of presenting SFAS 33 data using the 5% 
significance level and under both modes using the 
10% level. That is, lending officers who received 
SFAS 33 data (except those receiving CC data 
only) took significantly more time in data analysis 
and making decisions than the time taken by the 
group that did not receive SFAS 33 data (the 
control group). As to the effect of SFAS 33 data 
in general, the type of the data (CD, CC, or both), 
or the location of presenting the data (only in the 
footnotes or on the income statement and the 
footnotes) on lending decisions, the tests indicate 
that the difference between the decisions made by 
the.control group and those made by the groups 
receiving SFAS 33 data are not statistically 


significant.* There are some exceptions to the 
above general conclusions as shown in Tables 2 to 
11. For example, BLOs who received CD data or 
both CD and CC data (but not CC only) estimated 
significantly higher probability of default on the 
long-term loan than the control group (see variable 
7 in Tables 3 and 4). 


Interpretations 


The lack of statistically significant effects of 
SFAS 33 data on lending decisions may be due to 
a number of reasons: (a) the data are ‘too new’ and 
perhaps ‘too complex’ to be used effectively by 
lending officers, (b) lending officers are making 


‘In another study (Maksy, 1984), the decisions of only the 
BLOs who listed SFAS 33 data as one of the most important 
factors in making their decisions (26 of the 224 BLOs who 
received SFAS 33 data) were compared to the decisions of the 
control group. The differences between the decisions of these 
two groups were found to be statistically significant at less 
than the 5% level. It should be noted that in this study the 
decisions of all BLOs who received SFAS 33 data were 
compared to the decisions of the control group. Furthermore, 
this study investigates a different set of hypotheses from that 


tested in Maksy (1984). 
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their own estimates of inflation impact and feel 
that their estimates are just as reliable as those 
provided in accordance with SFAS 33, (c) lending 
officers are affected by the phenomenon known as 
‘information overload’,’ (d) lending officers have 
concluded that SFAS 33 data are neither reliable 
nor relevant to their decisions, or (e) a combination 
of some or all of the above. 

There is some evidence from the responses that 
the first reason is among those that led to the lack 
of use of SFAS 33 data in lending decisions. When 
asked to rank the supplementary notes to the 
financial statements as to what extent they are 
helpful in making decisions, bank lending officers 
ranked the note on inflation effects eighth of nine 
notes, preceding only the note on consolidation of 
parent and subsidiary financial statements. Some 
respondents, instead of giving a rank to the note on 
inflation effects, wrote either or both of the follow- 
ing comments: ‘too complex’ and ‘don’t under- 
stand’. 


Conclusions and implications 
for accountants 


While the FASB claims that supplementary con- 
stant dollar and current cost data should benefit 
investors and lenders in decision making, the re- 
sults of this study indicate that SFAS 33 disclo- 
sures have no significant effects on the decision 


‘Briefly, information overload implies that there is a limit 
to the amount of information that a decision maker can 
process effectively within a given period of time. One result 
of information overload is that when that limit is reached, 
some information is necessarily ignored. Presumably, a 
rational decision maker will ignore the information that he or 
she considers irrelevant (SFAS 33 data in this case) to his or 
her decisions. 
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process of commercial lenders. One of the reasons 
for the lack of impact on these decisions appears 


‘to be that SFAS 33 data are ‘too complex’ to be 


understood by a supposedly sophisticated group of 
users of accounting data. The implication for the 


_FASB and for accountants is that SFAS 33 needs 


to be simplified and made more responsive to user 
needs. This simplification process will require the 
cooperation of the FASB, corporate accountants, 
auditors, users of accounting data, and academics 
among others. One approach to simplification, for 
example, is to require only one type of data, either 
CD or CC.’ Another approach may be to require 
standard presentation by all companies subject to 
SFAS 33. While it is granted that the simplification 
of such a complex statement is not an easy under- 
taking, it is something that has to be achieved if the 
statement is to attain its professed objective: to be 
useful to decision makers. 
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the understandability of CC disclosures. 
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The Effect of a Merger 
on the Share Price of the 


Attacker, Revisited 


Paul Barnes* 


An earlier paper (Barnes, 1978) reported the results 
of a study that investigated thz behaviour of share 
prices of acquiring firms at anj around the time of 
merger. The conclusions were zhat there were slight 
increases in prices over the period leading up to the 
merger and slight decreases immediately following, 
although these were not statistically significant. 
These results were roughly in accord with another 
study at around the same time (Firth, 1976 and 
1979), but not in line with the evidence from the 
USA which usually showec abnormal positive 
returns for the period leading up to, during, and in 
some cases immediately after the merger.’ The 
efficient capital markets hypothesis was then in- 
voked in these studies in order to interpret the 
results in terms of the synergistic benefits of 
merger. 

It is the purpose of this article to revisit this 
subject and extend the study m the context of more 
recent evidence. Particulerly, this concerns 
‘efficiency’ and the once and for all adjustment of 
the share price to merger news. If the market later 
evaluates the merger differently can the original 
share price adjustment be regarded as ‘correct’ and 
efficient? 

In Barnes (1978) it was argued that syn- 
ergistic benefits from merger were unassured, 
firstly because modern portfolio theory would im- 
ply that they were already <ncorporated in prices 
and secondly that the empirical evidence was rea- 
sonably unanimous that they were unrealised (Ut- 
ton, 1974). Since that time two major studies have 
substantiated such a view (Cowling et al. 1980; 
Meeks and Meeks, 1981). However, the view in the 
USA has reversed.” Two recent studies there have 
examined the share price behaviour of the acquirer 
during the announcement offer period and 


‘For a summary and review of these see Jensen and Ruback 
(1983). 

Particularly the Symposium or The Market for Corporate 
Control: The Scientific Evidence. The papers were published 
in Journal of Financial Economics, Vol. 11, Nos. 1—4 (1983). 


*The author wishes to thank Mz. Peter Holgate and the two _ 


referees for their helpful comments which have greatly 
improved the presentation of the paper. 


identified abnormal gains (Asquith, 1983; Malate- 
sta, 1983). In these studies and others, price behav- 
iour was seen in terms of the clarification of merger 
benefits and the probability of an unsuccessful 
outcome of the merger battle. Excess returns occur 
throughout the period from the press date to the 
outcome date as new information is released. In 
successful merger bids, the market reverses the 
initial positive excess returns for both target and 
bidding firms. Together these results suggest that 
the announcement of a merger bid contains only 
limited information (Asquith, 1983). Empirical ev- 
idence for this is offered by Asquith (1983), As- 
quith and Kim (1981), and Schipper and Thomp- 
son (1983). 

But are the higher expectations at the time of 
merger justified? The longer term studies men- 
tioned earlier suggest not. Also the behaviour of 
share prices up to one year after merger suggests 
not. Jensen and Ruback (1983) in an authoritative 
survey of the literature write: 


Several studies show indications of systematic 
reductions in the stock prices of bidding firms in 
the year following the event. These post- 
outcome negative abnormal returns are unset- 
tling because they are inconsistent with market 
efficiency and suggest that changes in stock 
prices during takeovers over-estimate the future 
efficiency gains from mergers. 


In other words, the negative abnormal returns 
found in the short term after the merger suggest 
that the positive abnormal returns prior to, and at 
the time of, merger were unjustified. It is therefore 
suggested that the raising of investors’ expectations 
was unjustified and therefore inconsistent with 
market efficiency. Jensen and Ruback also suggest 
that methodological problems, such as model mis- 
specification, may account for such results. Such 
evidence though is insubstantial in that it goes no 
further than one year after merger—if one is, 
concerned with the realisation of merger benefits 
and whether they were correctly anticipated it is 


Firth (1976 and 1979) for example uses the simple market 
model. 
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necessary to consider a much longer term. The 
empirical study in the next section does this. ` 


The empirical study 


Data and Methodology 


The sample comprised all the mergers between 
June 1974 and February 1976 of companies quoted 
on the London Stock Exchange. This was the same 
sample as in Barnes (1978), where a list of the 
companies may be found. Post-merger share price 
performance was studied for the periods between 
the following events: 


(i) the day immediately after the public an- 
nouncement of the offer (defined as 0); 

(ii) the last day of each calendar month follow- 
ing the announcement of the offer (defined as 
month +1 to month +10); 

(iii) after the first ten calendar months, the last 
day of every fifth calendar month (defined as 
month +15 to month +60). 


‘The usual methodology was used. That is, a 
variation of the market model was used in order to 
calculate the abnormal return. In its original form 
the market model does not contain an industry 
index. If the industry effect is left in the residual the 
assumption of the disturbance term being indepen- 
dent and representing the firm’s individual factors 
is violated.* In order to remove the industry effects 
‘from the residuals, the model originally developed 
by Halpern (1973) is used: 

R, =a; + B; Ris + Yi Ry +U, i,t 
where R, is the return for the industry for period 
t, and miis the market. : 

- The coefficients f; and y; together with the 
constant a; are estimated by regressing R,, against 
_ R,,, and R, over the entire period of study for each 
of the 39 firms in the sample. Interpretation of the 
. results is. in terms of the average residuals. The 


average residual or cross-sectional average is com- 
, puted, that: is ai i 


= (È an 
“\iel 


where n is the number of firms. In addition, the 
cumulative average residual (CAR) was calcu- 
lated.’ 

Although this is not always done,‘ the average 
_ residuals were tested for statistical significance, 
using the two-tailed test. This test for significance 


was carried out for each month from month 0 to 


‘There have been many studies measuring the extent of 
industry effects in the variation of monthly returns. King 
- (1966) is typical and’ assesses them as 10%. 

‘For a’ discussion of how these residual measures are 
calculated and used, see for example Barnes (1982). 

‘For a discussion of this, see Barnes (1978 and 1982) and 
Mandelker (1974). 
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month +60. But prior to the tests, for each month 
the cross-sectional average residual, U,, was calcu- 
lated. Then, using U, as the sample average and 
with the population mean equal to zero, the null 
hypothesis of U = 0 was tested at the 0.05 level of 
significance. The Z-value was computed in the 
usual way.’ 

In the earlier efficient market studies using re- 
sidual analysis the effect of firm size was ignored. 
For example it would be expected that merger 
effects would be larger where the merging firms are 
of equal size than where the acquirer is much the 
larger. In more recent studies this factor has been 
taken into account.* The comment by Asquith, 
Bruner and Mullins (1983) that, if size had been 
taken into account in the earlier studies, the statis- 
tically insignificant abnormal returns around the 
time of merger would have been significant should 
be noted. In this study therefore the residuals are 
multiplied by a weight that adjusts for size effects. 


This is: 
$ Dat + Dormi 


x = weight of acquirer, 

D,,-; = net assets of acquirer obtained at time 
t— 1, where ¢ represents the year in 
which the bid was announced, 

D,,—, = net assets of acquiree obtained at time 
t—1. 


where 


In this study it was decided to weight the residuals 
of each firm so as to standardise them before the 
cross-sectional averaging was carried out. 

A major statistical consideration concerns the 
probable existence of multicollinearity in’ the , 
model between Ra ‚and R be Since it was suspected 
that the industry index is correlated with the 
market index, it was decided that tests for multi- 
collinearity should be carried out using data from 
each of the 39 firms in the sample. To conduct such 
tests, correlation coefficients between the industry 
index and the market index were first computed. In 
all cases the correlation coefficients between the 
two variables were found to be very high (approx- 
imately 0.9 on average). The tests were conducted 
using a Statistical transformation formula for com- 
puting the F-ratios. These F-tests confirmed the 
existence of strong multicollinearity between the 
independent variables. The common remedy for 
the problem was used. The industry index return 
was regressed as the dependent variable against the 
market index. The residuals obtained from this 
regression were then used to replace the industry 


index. Using this new industry index, the share 





7See Barnes (1978). ` 
8See for example Meeks (977 and Asquith, Bruner and 
Mullins (1983). 
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returns were regressed agairst both the industry 
returns and the market returns so that the co- 
efficients &, f; and y; for each firm were estimated. 
On the whole, the regression carried out was found 
to be statistically significant et the 0.05 level (using 
the F-test). The correlation between the two inde- 
pendent variables was reduced to zero (i.e. R = 0). 

A further methodological consideration con- 
cerns firms merging more than once during the 
analysis period. The problem is that the effects of 
subsequent mergers may confuse and be included 
in the measures of the merge- being studied. It was 
decided here to separate the sample between those 
firms that were merger active during the period and 
those that: were not. The effects of additional 
mergers could then be assessed. 

The final consideration concerns the terms of the 
merger/takeover. Firth (197€ and 1979) found that 
the behaviour of share prices around the time of 
merger was different in the case of those involving 
an exchange of shares to those involving straight 
cash consideration. The sample is therefore also 
divided into two groups according to the type of 
merger consideration. There were 22 mergers in- 
volving an exchange of shar2s or shares plus cash, 
and 17 mergers solely involving cash. 

Many share price movement studies encounter 
problems concerning the thinness of trading’, 
where, because the shares are not actively traded in 
the market, there is not € proper day by day 
valuation. Frank, Broyles and Hecht (1977) en- 
countered such problems. In our case this is not a 
problem as the sample is restricted to those large 
companies with a ready market in their shares. The 
criterion for inclusion was whether they had ac- 
quired, or merged with, another publicly traded 
company. 


Results 


The statistics concerning zhe cumulative average 
residuals (CARs) are presented graphically.? The 
total sample population of acquiring firms is con- 
sidered first (see Table 1). In the month of an- 
nouncement (month 0) the price adjustment was 
found to be —0.73% with 56% of the population 
giving negative residuals. The standard deviation 
was fairly high during this period. Due to this high 
value, the average residcal was found to be 
insignificant even at a 0.1 level. Indeed, the 
significance tests computec for the other months 
throughout this study, with the exception of 
months 4 and 40, show the residuals to be 
insignificantly different from zero. In months 4 and 
40, the average residuals were significant at a 0.05 
level. The standard deviatians were also fairly high. 
For month 4, however, 72% of the sample total 
population gave negative residuals and this could 


‘Further details, particularly concerning the Z values, are 
obtainable from the author. 
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Figure 1 . 
Overall Results 
0.02 


month . 


200 so as 20 25 30 35 40 45 50 55 60 


have contributed to making the average residual 
significant. 

The high standard deviations observed through- 
out the earlier part of this study could be due to 
an increase in investors’ activities after interpreting 
the information released subsequent to the an- 
nouncements. Perhaps due to differences in the 
performance of the firms, information on the bids 
was interpreted differently and hence resulted in a 
wide dispersion of the residuals. 

The CARs revealed the fact that subsequent to 
the announcements, there was a systematic decline 
in the share prices right up to month 25. By month 
25, the CAR had fallen to å minimum of — 11.25% 
before rising back to — 4.7% in-month 40. Figure 
] highlights that the CAR in month 7 was found 
to be almost equal to the level reached in month 
60. The market therefore on average took about 
five to seven months to react to the level reached 
in month 60. As such, initial market reactions were 
incorrect, in the sense that they were subsequently 
revised. Within the 60-month period, the CAR had 

fallen by approximately 6.3%. : 

Merger active firms were then excluded from the 
data in order to assess whether they were affected. 
The residuals are shown in Figure 2. The values of 
the residuals are on the whole not much different, 
though their standard deviations are higher. The 
residuals for months 4, 40 and 50 were significant. 
Comparing the CARs for this group with the full 
data set, they appear to be larger when merger 


Figure 2 
Exclusion of Merger Active Firms 
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active firms are omitted. Again this implies the 
non-profitability of mergers and the over- 
estimation of merger benefits by investors at the 
time of merger. 

The residuals of firms involved in equity ex- 
change and those using cash as consideration are 
presented (see Figures 3 and 4). The results for the 
two groups are quite similar. For those firms 
offering exchange of equity, only the average re- 
sidual for month 10 was statistically significant. 
For those firms offering cash, the average residuals 
in months 20 and 40 were significant. 

In month 0, the average residual of firms offering 
share exchanges was —2.6% while the average 
residual of those offering cash was +1.6%. The 
standard deviations for both cases when compared 
with that for the overall results (in month 0) were 
almost the same. The difference between the aver- 
age residuals for the two cases, in month 0, could 
be due to the fact that the market initially viewed 
cash offers as desirable and therefore share prices 
were marked up. However, a month after the 
announcements, expectations were revised down- 
wards and this caused the fall in share prices. 

A comparison of the CARs shows them to be 
larger for the cash consideration group. This result 
at first glance is not consistent with Firth’s (1976) 
study of the short period after merger. His expla- 
nation for a larger fall in the shares of equitv- 
consideration acquirers compared with cash- 
‘consideration acquirers was ‘prearranged buying 
support for the bidders’ securities’ (p. 161); after 
the merger the share price falls to the level it would 
have been at had there been no support. However, 
such an effect would presumably be short term, 
and the explanation of the longer term difference 
in behaviour between the two groups presumably 
lies in the nature of the types of merger that are 
financed by cash and share exchange. — 


Conclusions 


This paper examines two conflicting hypotheses 
and some related empirical evidence. The first 
hypothesis concerns efficient capital markets and 
the instantaneous rise in share prices on merger 


Figure 3 
Cash Considerations 
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Figure 4 
Exchange of Share Consideration 
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news. The second concerns the benefits eventually 
accruing to the firm as a result of merger, arising 
from such things as increased efficiency and en- 
larged markets. Concerning the second hypothesis, 
most of the empirical evidence is that merger gains 
are not realised (Utton, 1974). The results of this 
paper coincide with this and indicate that, while 
there were slight share price gains at around the 
time of merger, there were substantial and 
significant price decreases in the longer term after 
the merger. Overall, share prices took around six 
months to adjust to a lower level which was 
maintained for the remainder of the analysis pe- 
riod. The sample group. of mergers was broken 
down into various groups and types of mergers, 
but the results were largely unaltered. 

The main significance of the present study con- 
cerns the first hypothesis. The efficient markets 
hypothesis suggests that, in the first place, merger 
news was interpreted as ‘good news’ but; as a result 
of later information and the way in which the 
merger turned out, expectations were substantially 
revised downwards. One is tempted to interpret 
such a reversal of expectations and valuations 
solely in terms of the inefficiency of the market and 
Incorrect investor interpretations. However, at the 
merger announcement, not all the information was 
available. Some information may even have been 
misleading and the eventual outcome and success 
of the merger may well have been substantially 
different from that anticipated by those involved. 
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Book Reviews 


Accounting Queries. Harold C. Edey. Garland Pub- 
lishing, 1982. 296 pp. US $40. 


Harold Edey retired from his chair of accounting 
at the London School of Economics and Political 
Science in 1980. This volume contains a sample of 
the articles he wrote between 1949, when he joined 
the LSE as a member of the full-time staff, and his 
retirement. There are twenty two articles in the 
collection, presented in chronological order, cov- 
ering a diversity of topics, but with a concentration 
on external reporting. 

Perhaps the nicest thing about this collection, 
apart from the view that it gives us of Edey’s 
‘Interests, is the opportunity it affords to gain an 
impression of matters of academic and profes- 
sional interest over thirty turbulent years in the 
recent history of accounting. The first paper deals 
with the usefulness of accounting reports to 
investors—a subject which has become very topical 
in recent times, but which was ahead of its time in 
1950; the last with CCA—the major issue facing 
practising accountants today. 

Many of the papers deal with matters of detail. 
Edey is, above all, a ‘nuts and bolts’ accountant. 
As he says in the preface, he acquired an appre- 
ciation of the importance of attention to detail very 
early in his career, and this shines through the 
papers in which he analyses techniques with pain- 
staking care—reserves, provisions, income and 
capital, stock valuations, goodwill all come under 
close scrutiny. However, the most notable aspect of 
this collection is the evident influence of economics 
on Edey’s thoughts. In his Preface, Edey pdys 
tribute to the late Sir Ronald Edwards and the 
other notable people at the LSE during his time 
there: ‘Membership of the LSE Senior Common 
Room was the best post-graduate education one 
could have had.’ The influence shows, in particular 
in the later articles dealing with inflation account- 
ing, current cost accounting, and of course, de- 
prival values. One does not have to agree with 
Edey’s conclusions to appreciate the contribution 
that he, with Baxter, Solomons and others, has 
made to accounting thought and practice. 

Many of the articles make relevant reading 
today, despite the fact that they were written 
several decades ago. For example, in the first 
article, Edey expresses doubt about the value of 
attempts to simplify published accounts. It would, 
he says, give the accounts an aura of false pre- 
cision. They are statistical documents reflecting 
complex affairs, which cannot be simplified with- 
out further loss of meaning—arguments that have 
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a familiar present-day ring to them. Similarly, the 
discussion on the meaning of ‘income’ and ‘capital’ 
are recurring themes, as are the likely effects on the 
education and subsequent practices of accountants 
of computer technology, and the need for greater 
‘reality’ in accounting reports. 

The inclusion of a paper on budgetary control, 
and a demonstration of the arithmetic of capital 
budgeting, are somewhat out of place in the col- 
lection. They illustrate Edey’s wide interests, but 
are only peripherally related to the substance of the 
other papers. Perhaps Edey is conscious of a 
connection that escapes me, but if so, I (and I 
suspect other readers) would have been helped by 
more of a narrative showing the connections be- 
tween the various pieces. Of course, in the later 
papers, that is not necessary. The arguments for 
the use of deprival values are now well known, and 
the interest here is in observing Edey’s growing 
commitment to the concept. It is also important to 
note the commitment to ‘evolution’, not ‘revolu- 
tion’, in view of Edey’s position on the Accounting 
Standards Committee since its inception. ‘The 
best,’ says Edey, ‘is the enemy of the better.’ And 
so he makes a plea for improvement, not a solution 
to all the problems at once. 

There can be no doubt about Edey’s attitude to 
a number of issues facing academics and the 
accounting profession today. The great virtue to be 
found in these articles is that that attitude is stated 
clearly and unequivocally. If we are to have evo- 
lution, we should at least know towards what we 
are evolving! 

The articles in this collection are well worth 
reading because of the view they provide of the 
developing thoughts of a person who was at one of 
our main centres of intellectual influence during a 
time of dramatic change in our discipline. 


University of Sydney M. C. Wells 


Symposium on Auditing Research 1982. University 
of Glasgow Press, 1983. x+ 107 pp. £4.00. 


Perhaps it is a sign of the immaturity of accounting 
and auditing as academic disciplines that we seem 
to spend so much time discussing the dearth of 
research and the many topics deserving of research 
attention which they have not yet received, relative 
to the time we spend actually getting research 
done. If so, the time devoted to writing and reading 
reviews of reports of such discussion is even less 
wisely spent. 
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This volume comprises -he five papers presented 
at a symposium at the University of Glasgow on 
29 April 1982, together with discussants’ com- 
ments on four of them. Contributors and other 
participants were a mixed group of academics and 
practitioners. 

In the first two papers >n “The Scope for Audi- 
ting Research’, David Fint concentrates on the 
‘why’ and Bryan Blackbern on the ‘how’ of audi- 
ting. Flint starts from the premise that ‘auditing is 
the creation of the society in which it operates and 
it is accordingly culturally dependent.’ He asks us 
to expect therefore that the social function of an 
aucit will vary, and therefore deserve exploration, 
in each generation, country and type of or- 
ganisation. This insight leads to a call for research 
into public expectations. ‘If auditing is to be 
successful in satisfying public expectations auditors 
need to know what these expectations are.’ His 
other call is for research into ‘the decision process 
which takes the auditor from the evidence to an 
opinion.’ 

Bryan Blackborn admits that he focusses on a 
fairly narrow area when he asks what auditors 
want to know from research investigation. He 
takes up Flint’s last point by asking about limits, 
acceptable risk of giving a wrong opinion, proper 
degree of reliance on internal control, on analytical 
review, on internal auditors—all questions related 
to the use of evidence in forming an audit opinion. 

Gary Biddle offers a saper which I intend to 
place in the hands of students contemplating re- 
search for the first time. As the author admits in 
his concluding remarks ‘the issues which have been 
raised apply to all research’; the fact that most of 
his illustrations are from auditing hardly detracts 
from the generality of the paper. He considers 
first alternative research strategies—descriptive/ 
normative, analytical/empirical, and within 
‘empirical research choices regarding experimental 
design. The remainder of the paper is on research 
methodology and is effectively a summary of 
Robert Libby, Accounting and Human Information 
Processing (Prentice-Hall, 1981). 

David Hatherly’s paper on “The Role of the 
Systems Examination in Substantive Testing’ is a 
welcome piece of actual analytical research. What 
is more it is in the area cf measuring the reliability 
of a cumulative supply of evidence, and so re- 
sponds to the research priorities suggested by both 
Flint and Blackborn. He builds on the work of 
Toba (Accounting Review, January 1975) in using 
Bayesian methods to explore the effect of succes- 
sive pieces of evidence on the auditor’s confidence. 
He concludes, rather tentatively, that ‘it may well 
be possible for the auditor to assess the proba- 
bilities required by the substantive approach more 
easily than he can assess the probability of various 
levels of monetary error in the population as 
required by the systems approach’. He sees in the 
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systems approach difficulty in making the transfer 
from rate of error evaluation of the system to 
monetary error estimation, and the danger of 
‘double-counting the assurance to be obtained 
from the system.’ It is a pity that the discussant of 
this paper is a practitioner who does not want light’ 
cast on the process of auditing! “The discussant 
would prefer that the auditor... pursues that pol- 
icy which provides him with the most reliable 
assurance to support his opinion’; no-one would 
disagree, but Hatherly was trying to impart some 
precision into that vague desideratum. 

The last paper is “Shareholder Protection and 
the Auditor’ by Robert Jack, professor of mercan- 
tile law in the University of Glasgow. He warns 
that auditors are likely to get involved in the 
repercussions of the stricter view that the law is 
now taking about the propriety of directors’ ac- 
tions and the rights of minority shareholders. And 
he sees auditing research as having ‘an essential 
part to play in articulating the profession’s re- 
sponse to these challenges.’ I wonder why there are 
no discussant’s comments on this paper from an 
auditor, which could have been a valuable con- 
tribution. 

Each of these papers and especially Hatherly’s is 
interesting in its own right, and worth having 
available for reference. But the collection lacks any 
strong common thread running through it and so 
should be read like an issue of a journal rather than 
as a book. 


University of Kent at Canterbury Peter Bird 


The Accounting Postulates and Principles Contro- 
versy of the 1960s. Stephen A. Zeff (ed). Garland, 
1982. US$75. 


By 1958 the accounting profession in the USA was 
faced with many unresolved problems of major 
importance. The measurement of performance for’ 
external reporting purposes, through its adherence 
to historical cost in an age of inflation, suffered 
from glaring weaknesses. In addition, the diversity 
of accounting treatment of many’ major items 


. (deferred taxes, pensions, exploration cost, etc) 


which appeared in published financial reports had 
produced widely differing measures of profit from 
almost identical circumstances. The notion was 
that such problems were to be resolved by refer- 
ence to statements of ‘generally accepted account- 
ing principles’ of which approximately 50 had been 
promulgated by the AICPA in the previous 25 
years. 

The American profession was, however, 
dissatisfied with these authoritative statements. 
They dealt with but a small range of the relevant 
problems, they did not constitute a coherent cor- 
pus and several contained expressions of strong 
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dissent. More importantly, no underlying theory as 
to why the selected treatments were preferred to 
their competitors was discernible. 

In the upsurge of interest in research following 
the launching of the first sputnik, this situation was 
felt to be not good enough. The AICPA mounted 
a Major initiative to right matters. It established a 
new accounting research organisation, which was 
well staffed and generously supported, to produce 
studies which were to form the basis of the work 
of the new Accounting Principles Board, the body 
charged by the Institute with the task of pro- 
mulgating statements of generally accepted 
accounting principles. The first major assignment 
of the new research division was to produce a 
theory of accounting which would be the founda- 
tion of all generally accepted accounting principles. 

This task, the most ambitious ever undertaken in 
the field of accounting and of great intended 
importance, was entrusted to Moonitz, the new 
Director of Research. In September 1961 he pro- 
duced Accounting Research Study No. 1, The 
Basic Postulates of Accounting, which was followed 
in April 1962 by ARS No. 3, A Tentative Set of 
Broad Accounting Principles for Business Enter- 
prises, which he co-authored with Sprouse. The 
postulates were seen to be ‘few in number and are 
the basic assumptions on which principles rest.’ 
ARS No. 1 identified 14. The principles were thus 
to be logically deduced from the postulates. No 
definition of ‘Broad Accounting Principles’ is given 
in ARS No. 3, which approached this problem by 
listing the eight instances of the concept its authors 
were able to identify. Neither study contained new 
ideas. They relied heavily on the work of other 
writers, such as Chambers, Jones, and Edwards 
and Bell. Reflecting this intellectual pedigree they 
give strong support to the incorporation of price 
level adjustments and current values in published 
accounts. 

Zeff’s book reproduces the two studies, together 
with much additional material which traces the 
story of this research initiative and the debate it 
generated. A good deal of the material, written by 
highly respected people, has not previously been 
published. The scope of the collection is wide. It 
contains contributions by leading academics, prac- 
titioners and accountants in industry. It also has a 
distinctly international flavour in that several of 
the most telling articles are by Chambers. 

The book records the hostile reception accorded 
to ARS Nos. | and 3. Practitioners were opposed 
to them because they were distrustful of the valu- 
ation rules proposed, because they believed that 
the intended resulting promulgation of generally 
accepted accounting principles would greatly erode 
the exercise of their professional judgement and 
because they could find no evidence of thought 
having been given to the problems of transition 
from the then existing to the proposed state of the 
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art. Academics strongly criticised the studies. They 
complained that the chosen method (deductive 
logic) had not been properly employed in that the 
links between the principles and postulates were 
neither well thought out nor clearly expressed. 
They suggested that the methodology chosen was 
inappropriate. Rather than the specific being log- 
ically deduced from the general they believed that 
the better procedure would have been to work in 
the reverse direction, starting with a catalogue of 
accounting principles which in fact existed. They 
complained that the studies contained no clear 
expression of the purposes of financial accounting 
(seen by many as the essential starting point), that 
there was a total lack of attention to ethical 
matters, that the treatment of various items was 
unbalanced, that insufficient time had been taken 
and that the superiority of the new principles over 
the old was only alleged and not demonstrated by 
evidence. In general accountants in industry were 
less damning. However some were worried by the 
impact the proposals would have on their com- 
petitive position while others expressed unease at 
the threat they saw to the scope of their discretion 
in reporting financial matters. l 

The book has its faults. The material is not 
presented in chronological sequence. The two stud- 
ies appear first and are then followed by articles 
describing their origin and intended scope. This 
blurs the reader’s judgement of the criticisms of the 
studies in that it lessens awareness of the actual 
task Moonitz and Sprouse were asked to under- 
take. The selection of material could also perhaps 
have been improved. Repetition exists and too 
much space is given to articles concerned with 
matters of organisation. Some of these might use- 
fully have been replaced by the AAA’s study of 
accounting principles, published in 1936, the only 
previous authoritative work in this area. In view of 
the way in which standardisation has progressed it 
is disappointing that no material dealing with the 
problem of ensuring compliance with generally 
accepted accounting principles is included. Pagi- 
nation is non-existent and the quality of some of 
the printing poor: faults inexcusable in a book 
costing $75. 

Despite these defects the book is of considerable 
value. It contains the history of an approach to the 
major problems of financial accounting, with 
which we are still wrestling. It is a fine example of 
the power of academic debate and criticism. It 
emphasises the divergent and inconsistent rules 
incorporated in present day accounting. (Sprouse’s 
spirited defence of ARS No. 3 can be warmly 
recommended to any student of the subject.) It 
shows us something of the working of the account- 
ing profession and its attendant politics. It con- 
tains food for thought for accounting educators in 
that the complete innocence of a knowledge of 
logic of many of the contributors is laid bare. The 
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willingness of the American profession to invest 
both large sums of money and outstanding talent 
in research is made apparent and may contain a 
lesson..for others. In short it is a shame that the 
price is such that few students will be able to 
acquire a copy, but no self-respecting accounting 
libarary should be without one. 


University College, Card:ff E. A. French 


Public Sector Accounting and Financial Control. Sir 
Douglas Henley,- Clive Holtham, Andrew Lik- 
ierman, John Perrin. Van Nostrand Reinhold, 
1983. xiv + 251 pp. 


This book, sponsored by The Chartered Institute 
of Public Finance and Accountancy, provides a 
useful introduction to public sector accounting and 
financial control. The four authors are well known 
for their contributions to improving and advising 
upon the standard of financial management in the 
public sector. The eight shapters include coverage 
on the central government framework; local gov- 
ernment financing, internal control and external 
financing; the nationalised industries; the national 
health service; and external audit of both central 
and local government. 

Most chapters are well written and five chapters 
end with a useful and comprehensive bibliography. 
The weakest chapter is zhat concerned with exter- 
nal audit. Sadly the book was published before a 
full account could be given of the audit provisions 
contained in the Local Finance Act 1982 and the 
developments that led tc the recent introduction of 
the National Audit Act 1983. In recent years there 
has been much fraught debate on the effectiveness 
of external audit in the public sector and it would 
have been useful if the cpportunity had been taken 
to explore these arguments. Value for money audi- 
ting, for example, is-ccvered in only three pages. 

This book should have a wide appeal. Public 
sector accountants and auditors will find it useful 
for setting their individual roles in context. Private 
sector auditors and management consultants can 
use it as a guide to a variety of public sector issues. 
Finally, academic institutions may wish to consider 
this book as an introductory text for short courses 
on public sector accounting. 


University of Exeter J. J. Glynn 


Berner Kommantar zur. schweizerischen Privatrecht 
VHI, 2. Parts 1 & 2. Sarl Kafer. Stampfli & Cie, 
1981. 1318 pp. Sw Fr 140 (Part 1) and Sw Fr 198 
(Part 2). 


These two volumes of commentary on Swiss ac- 
counting law deserve ~espectful attention because 
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of the themes, the Matterhorn-like symmetry of 
construction, and the distinguished author. Pro- 
fessor Käfer is now 85, with this work as climax of 
life-long activities, based since 1939 in the Seminar 
for Commercial Studies (Handelswissenschaften) 
at Zürich. His accounting charts commissioned by 
the Swiss Union of Arts and Crafts from 1947 
provided uniform structures for the ledgers and 
accounting theory (pp. 42—44; 68—69). A place is 
also defined for accounting rules as agreed by the 
and books have also flowed from his pen, including 
studies of funds statements and future-oriented 
balance sheets. He has lectured widely abroad, and 
published in Illinois a Theory of Accounts in 
Double-entry Bookkeeping (1966). 

The present volumes are of larger scale in their 
exhaustive commentary on general accounting law, 
which is a sub-classification of Swiss Obligation 
law, which with the law of contract is a sub-section 
of Civil Law. The first Swiss Law of 1881 owed 
much to French and German Commercial Codes. 
Subsequent developments were influenced by 
changes in the forms of business entity; but cor- 
poration, banking and other legislation remains 
distinct, leaving Swiss accounting law innocent of 
aspects regarded as essential in European or inter- 
national accounting standards. The accounting law 
revised up to December 1975 is covered by seven 
relatively brief articles only, and applies to all firms 
enrolled on the Business Register. 

Kafer’s Commentary makes potentially dry ma- 
terial interesting through his deep knowledge of 
past and present practice and of accounting law 
and literature in many countries adjoining Switzer- 
land and beyond. From his central vantage point, 
Kafer presents such wide prospects with meticu- 
lous care. The first 300 pages review the devel- 
opment and application of double and single entry, 
referring to varied recording media from wax 
tablets to microfiches. Resembling somewhat their 
German and French cousins, Swiss charts of ac- 
counts are shown as voluntary implementations of 
accounting theory (pp. 42-44; 68-69). A place is 
also defined for accounting rules as agreed by the 
parties or partners concerned (pp. 160-168). The 
impact of the Swiss accounting profession is dealt 
with in one paragraph (p. 170), while the jurispru- 
dence of accounting law requires 125 pages of 
introduction. Similarly IASC ‘legislation’ is occa- 
sionally referred to in the commentaries, but is 
never accepted as definitive. . 

Anglo-American authors are referred to in the 
commentaries more frequently than in the intro- 
duction, notably for instance on GAAP (p. 819), 
and on inflation accounting (p. 1090-1100). But 
Swiss law as here treated gives scant attention to 
problems of currency translation (p. 1087) or of 
group accounts (pp. 167 and 336-7). (For a de- 
tailed analysis of the information content of the 
accounts of large Swiss groups one may turn to the 
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Financial Analysts’ Survey reported in Der Sch- 
weizer Treuhdnder, 3, 1981, pp. 8-12). 

Kafer notes the inevitable linguistic problems 
when laws must be passed in trilingual form. Thus 
Art. 959 requires that accounts be as sure (sicher) 
as possible; in French se rendre compte aussi ex- 
actement, while in Italian, it reads con la maggiore 
videnza e verita (p. 860). Each article is relatively 
brief in whatever language, and can be summarised 
in English. 

Article 957 requires those who are obliged to 
register their firms also to keep proper books 
appropriate to their business, in order to establish 
net worth, debts and liabilities annually and also 
results. Proper ‘documentation’ is thus necessary, 
starting with the opening inventory and balance 
prescribed under Art. 958. These must also be 
drafted annually within a term ‘corresponding to 
regular business process.’ 

The structure of inventories is prescribed by 
Swiss charts of accounts (p. 584), which also 
prompt an integration of cost and financial ac- 
counts and a distinction of extraordinary items. In 
general the charts appear to exercise an influence 
almost as wide as that of fiscal rules (which are 
listed on pp. 1278-81). As elsewhere, the fisc 
permits precise degrees of undervaluation; but 
otherwise it has apparently a less determinative 
role than in neighbouring countries. 

The law alternates between detail and gener- 
alities. Art. 959 requires that final accounts are to 
be presented completely, clearly and lucidly (über - 
sichtlich) in accord with generally recognised com- 
mercial principles. Thus participants gain as re- 
lable an insight as possible into the firm’s 
economic position. The influence of German prece- 
dent appears in such phrases. But Käfer suggests 
that the principles applied should be those ac- 
cepted locally rather than internationally (p. 824). 

Kafer’s analysis of the principles of accounting 
and their derivation is especially authoritative. 
Inductive and deductive reasonings are compared, 
their conclusions requiring final recognition at law 
(p. 836). Truth, completeness, clarity, prudence, 
materiality, consistency and continuity (or going 
concern) are each examined meticulously in re- 
lation to the accounts as a whole and to valuations. 
Prudence Käfer interprets differently from the 
Munster School, where a prior ‘imparity’ principle 
prescribes a recognition of pending losses, but not 
of profits (cf. this journal, no. 51, p. 215 ff). Kafer 
finds prudence therein exaggerated (p. 981). Values 
can exceed cost under Article 960 which prescribes 
the preparation of the inventory, results and bal- 
ance in Swiss currency. Assets are to be stated at 
or below the values which they present for the 
business at the date of balancing, without prejudice 
to differing requirements for corporations and 
other types of business. Anglo-Saxon use of ‘valué 
to the business’ is referred to (p. 987), but mean- 
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ings differ. Values of individual objects may differ 
according to owner (p. 989). Value-in-use has 
primacy. Costs determine value only for a re- 
stricted ensuing period. The lower of cost or 
market may apply, especially for corporations, but 
the article specifies no upward limit (p. 993). 
Practice, prompted by tax allowances, however, 
encourages a sequence of downward valuation, 
provisions and reserves. 

Kafer gives particular attention to the ad 
rights to information, and to the consequences if 
secret reserves are created. (Such secrecy of course 
has not been abandoned elsewhere, when write- 
downs are not disclosed or where less tangible 
assets are completely omitted.) If accounts are to 
be complete, writes Käfer (p. 1004), then we face 
a valuation problem rather than a decision whether 
to include or omit assets. 

Secret reserves must thus take the form of 
overstating liabilities or understating assets. The 
tax authorities restrain such practices but allow 
write-down on inventory costs of one third. Käfer 
suggests that ‘value to the business’ may enforce 
understatement in comparison with current costs. 
Moreover, prudence may dictate provisions or 
reserves not shown in the accounts. Again, write- 
downs may be carried out to smooth reported 
income, even for tax (p. 1000). 

Secret reserves were statutorily approved for 
Swiss corporations (AG) in 1934. Subsequently the 
Courts have sustained such practices ‘in the inter- 
ests of the company’ and against those of share- 
holders (p. 246). They are established as a ‘custom- 
ary right’ (p. 1003), which Käfer justifies, provided 
that ‘the regulations on maximum but not min- 
imum values are not interpreted too widely, nor the 
requirements for. true and complete accounts con- 
strued too narrowly, as to stand in open con- 
tradiction’ (p. 880). The lesson of the German 
Corporations Act of 1965 that restricted discretion 
in accounting and reserve-building gives outsiders 
a better insight and more informed expectations is 
not thus learnt in Switzerland. There the pressures 
of specific interests are less feared. 

Publication of accounts is required only from 
transport, insurance and banking firms, and is a 
requirement for Stock Exchange quotation. Pub- 
licity requirements may then appear at some vari- 
ance with the wide discretion allowed in account- 
ing law but creditors have some general assurance 
of asset undervaluation. When secret reserves and 
provisions are manipulated, however, without dis- 


closure of the effects, managerial performance is 


hard to judge. 

Swiss accounting law thus contents itself in- 
tentionally in important areas with general prin- 
ciples, anticipating that a consensus of practice will 
evolve to meet specific and changing needs, with 
academic interpretation such as is provided by this 
commentary playing an important role. But the 
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availability of such consensus, even where charts 
are generally adopted, is a matter of doubt (e.g. to 
H. Muller in Schweizer Treuhänder 5/80. p. 16 ff.) 
while both the law and the accounting profession 
stand back from precise prescription. 

Nevertheless, the effects of disclosure and ac- 
counting standards which are markedly less re- 
strictive than those previously and now newly 
adopted by neighbouring states, must be assessed 
in the light of the comparative success of Switzer- 
land’s firms and economy as a whole. 

Article 961 requires the signature of the account- 
ing documents by a responsible person or persons. 
Where there is no external audit, this assurance is 
obviously necessary and binding on the signatory. 

Article 962 spells out the times during which 
various documents must be preserved. It has been 
revised to recognise EDP and other storage meth- 
ods. A similar documentation purpose informs 
article 963, which asserts the validity as evidence of 
accounting documents. Article 964 states the pen- 
alties for failure to ‘keep’ or retain proper books. 

Such articles reveal how centrally Swiss law 


stands in the European Commercial Code tradi- - 


tion. Käfer’s commentary opens up this tradition 
to wider law, to business economics and to com- 
parison with the information and reporting em- 
phases accepted by Anglo-Saxons. 

It is not, however, ultimately clear how far Swiss 
law has promoted or inhibited progress. Prior to 
the SEC and accounting standards, Anglo-Saxons 
supported liberal and evolutionary developments. 
The value of Kafer’s commentary may be found in 
its demonstration that a few dozen sentences of 
legal articles can provide a basis for adaptive 
application to firms of different size (p. 379), and 
under changing conditions and technologies. Be- 
tween the articles and the practice, principles oper- 
ate which go beyond those asserted so brusquely in 
the UK SSAP 2 and in International Standards. 
Thus completeness and clarity perhaps deserve as 
much attention as going concern and prudence. 
And the impact of prudence may require 
clarification if upward valuations are to be re- 
strained largely to avoid tax effects and if down- 
ward valuations are determined by what is fiscally 
acceptable. But innovations in Switzerland will 
clearly be influenced not only by minimally pre- 
scriptive laws and by auditors who collaborate 
with colleagues abroad, but also by the meticulous 
interpretations and reasoning of Swiss business 
economists and by Kafer par excellence. 

If fault there be in so large and so carefully 
composed a work, it can only be that sources must 
be repeatedly sought in the paragraph where they 
are first referenced, and that text and sources are 
not typographically differentiated. A few secrets of 
Swiss accounting remain as firmly guarded as the 
details of deposits in Swiss bank accounts have 
been since the Nazis attempted investigations. But 
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aspects of Swiss and foreign practice have been 
authoritatively brought together in a mountainous 
text, which will be scaled and mined by Swiss 
practitioners, and which may be referred to often 
by those seeking the heart of European accounting. 


University of Strathclyde D. A. R. Forrester 


The Fall and Rise of Management Accounting: The 
Inaugural Tom Robertson Memorial Lecture. D. T. 
Otley, Department of Accounting and Business 
Method, University of Edinburgh, 1983. 17 pp. £2. 


Tom Robertson was Senior Lecturer in Account- 
ing at the University of Edinburgh when he died in 
1981. He was well known and liked by academic 
colleagues far beyond his adopted home of Scot- 
land, and the choice of honouring his memory by 
a visiting lectureship was particularly appropriate. 
He would have greatly enjoyed David Otley’s 
stimulating inaugural lecture on the connection 
between management accounting research and its 
practical application. . 

Otley’s thesis is that the two decades to 1970 saw 
great research interest in quantitative techniques 
which were largely ignored in practice. However, 
techniques of dubious theoretical validity like cost 
allocations continued to be employed. He suggests 
that what was and is practised is usually for good 
reason. Theory had not just run ahead of practice, 
it had run away from practice. By 1970 a small 
movement of behavioural accounting was under 
way. This was to have profound implications for 
the development of management accounting re- 
search. 

Otley distinguishes two distinct strands in the 
findings of the behavioural movement, on individ- 
ual human decision-making and at the or- 
ganisational level. On the former he points to the 
results that show simple models can outperform 
the human decision-maker. This leads to the rea- 
sonable view (in the computer age) that the con- 
struction and use of decision-support systems will 
be an important characteristic of the next decade. 
But it also sounds remarkably like practice catch- 
ing up with some of the quantitative theoretical 
approaches of the past. 

Organisational level studies provide the main 
focus for Otley’s attention. A review of studies of 
budgetary control, to which Otley himself has 
made a notable contribution, leads on to the 
contingency theory of management accounting. 
The idea that there should be a fit between an 
accounting system and its organisational context is 
hardly startling, but it offers a theoretical frame- 
work for the explanation of practice. Here Otley 
draws attention to the dangers of hypothesis 
testing which is not soundly based on prior theory, 
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and to the possibility that an accounting system 
may have non-rational purposes. . 

Looking to the future, he argues that work on 
management accounting in its organisational con- 
text can re-establish the link between research and 
practice that has become obscured. Researchers 
increasingly recognise that the management ac- 
counting system is merely a sub-set of the or- 
ganisation. But there is a need to study what causes 
accounting systems to develop in the ways they do, 
and what results from having such systems. There 
are signs that greater regard will be paid to the 
development of theoretical understanding before 
embarking on hypothesis testing. Finally, the im- 
pact of computer technology will increase the 
demand for practice-oriented research, and will in 
turn encourage a re-establishment of the con- 
nections between the quantitative and behavioural 
approaches. 

The issues raised by Otley are important and 
interesting. Whether the pre-1970. picture is as 
bleak, or the current prospect as rosy as he sug- 
gests is debatable. What is clear 1s that this pam- 
phlet offers some challenging thoughts for anyone 
who is interested in the future progress of manage- 
ment accounting. 


University of Bristol Don Egginton 


Financial Reporting 1983-84. A Survey of UK 
Published Accounts. D. J. Tonkin and L. C. L. 
Skerratt (eds). Institute of Chartered Accountants 
in England and Wales, 1983. xiv + 178 pp. £19.50. 


This is the fifteenth annual survey in this series 
and for the first time it analyses separately the 
disclosure practices of large listed companies, 
medium listed companies and large unlisted com- 
panies. This is a welcome innovation since lower 
standards of reporting practice are normally found 
in unlisted companies. It would be interesting to 
establish how smaller and medium sized unlisted 
companies also compared. 

Another important change is that in all the 
previous editions a comprehensive survey of 
reporting practices has been undertaken whereas 
with this edition aspects which remain ‘relatively 
static’ are not included in the survey. Inevitably 
this places additional responsibility on the editors 
since the choice of topics rests on their decision. 
This can lead to anomalies. For instance, it was 
clearly a judgement of the editors that the account- 
ing treatment of extraordinary items constituted a 
‘relatively static’ topic and so a chapter was not 
included in this survey. However, early in 1983, the 
ASC issued a Discussion Document which called 
for replies by 31 July 1983 so that an exposure 
draft might be issued which would change SSAP 6. 
It is clear that the ASC do not consider the topic 
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to be ‘relatively static.’ Hopefully a chapter will be 
included in the sixteenth edition as the information 
will provide a useful background to any future 
developments. 

With regard to chapters included in the survey 
it would appear to me that the chapters on political 
and charitable contributions and segmental disclo- 
sure need only be included periodically. It is note- 
worthy that a chapter is included on value added 
statements whereas there is no analysis of funds 
statements—one of the three obligatory account- 
ing statements. SSAP 10 is also under review by 
ASC. Another important development in this edi- 
tion of the survey is that a note is included at the 
foot of each table stating whether the differences in 
reporting practices between the three categories of 
company are statistically significant. Statistical 
significance is tested using the chi-square statistic 
at the 5% level. 

Section 1 deals with recent developments and 
includes examples of how companies are 
presenting their accounts to comply with the new 
formats required by the Companies Act. 1981. 
Section 2 discusses the accounting treatment of 
associated companies and concludes that non- 
compliance with SSAP 1 is fairly common. As one 
moves from large listed companies to large unlisted 
companies it is apparent that non-compliance in- 
creases and lower levels of disclosure are more 
evident. Should one also expect more audit 
qualifications for large unlisted companies? 

The longest chapter in the book is reserved for 
inflation accounting, or should I say current cost 
accounting. The differences in the degree of disclo- 
sure and non-compliance are particularly acute 
with SSAP 16, with 8% of large listed companies, 
10% of medium listed companies and 64% of 
unlisted companies failing to provide current cost 
statements. Of the listed companies included in the 
survey it is important to note that there was a 
Statistically significant relationship between low 
levels of historic cost profitability and non- 
compliance with SSAP 16. Also criticism of SSAP 
16 was more acute in companies with lower levels 
of profitability. There was also a marked lack of 
reasons put forward by companies for their lack of 
compliance. It is also interesting to note that 38% 
of those companies producing current cost 
accounts declared a dividend in excess of current 
cost earnings. Twenty three companies reported 
current cost losses and still declared a dividend, 
which leads the authors to conclude that ‘the 
existence of current cost losses is insufficient in its 
own right to encourage some companies to restrict 
distributions to a level whereby operating capabil- 
ity is maintained in relation to the position at the 
beginning of the accounting period. Of course, the 
reduction of operating capability might be the 
policy of some companies.’ 

Although SSAP 20, foreign currency trans- 
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lation, was not effective for the period it is appar- 
ent that the existence of ED27 influenced reporting 
practices. Again the degree of disclosure was high- 
est for large listed companies although for the 
majority of companies the level of disclosure was 
good under the circumstences. Disclosure was 
consistent with the major requirements of SSAP 20 
except for the treatment cf exchange differences 
where. the variety of reporting practices needs to be 
limited. Useful international comparisons of for- 
eign currency translation can be found in the 
International Accounting . Bulletin, Survey of 
Accounts and Accountants 1983-84 published by 
Lafferty Publications Ltd and also in the Financial 
Times publication, The impact of the Seventh 
Directive by Ernst and Whinney. 

The section on politice] and charitable con- 
tributions presents some important results. It is a 
legal requirement (S19 CA67 and SI 1055) to 
disclose in the directors’ -eport contributions if, 
when taken together, they exceed £200 in total. 
Compliance with the law seems to be rather sus- 
pect, with differences in reporting practices be- 
tween the three categories of company being statis- 
tically significant. A summary of the degree of 
financial support to political organisations is pro- 
vided below (useful information for trade union 
leaders and all at No. 10). 


Large Medium Large 
Listed Listed Unlisted Total 


Numbers of companies 48 52 12 112 
Donee | 
Conservative Party/ 

„Associations 52% 63% 75% 60% 
Economic League I 217 25% 20% 
Total donations (£000) 723 328 76 1127 
Donee 
Conservative Party/ 

Associations 63% 65% 28% 61% 
Economic League 4% 3% 3% 4% 


In addition to political and charitable con- 
tributions a number of companies provided 
additional information. Areas where companies 
indicated their financial support included health, 
education and the South Atlantic Fund. 

Also included in the survey are useful sections on 
fixed assets, pension costs, research and develop- 
ment, segmental disclosure and value added. 

This edition of the survey has seen some im- 
portant innovations which improve the quality of 
the book. The responsitility placed on the editors 
has also increased. At ics full price it is not likely 
to be purchased extenstvely by academic staff or 
students. If the survey were priced on a marginal 
costing basis I would recommend that both stu- 
dents and staff should purchase a copy. The survey 
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remains the most important source of information 
on corporate reporting in the UK. 


University of Exeter T. E. Cooke 


Survey of Accounts and Accountants 1983-84. David 
Cairns, Michael Lafferty, Peter Mantle. Lafferty 
Publications Ltd. Non-subscribers price £99. 


This is a substantial book of some 265 pages 
which, like many American textbooks, is the sort 
you dare not drop on your foot. Priced to avoid 
searching questions often raised by committees 
considering expenditure over £100 the book is not 
without a sense of humour. The ‘publishers’ de- 
scribe one of the authors as ‘probably the most 
influential banking and accountancy journalist in 
the English speaking world.’ No prizes for guessing 
the author. 

-The survey covers 250 large and multinational 
companies from 33 countries around the world. An 
anlaysis of annual reports was undertaken and a 
grade given to measure the quality of the annual 
reports on the basis of satisfying external user 
needs. The selection of countries and companies 
was not based on statistical sampling theory but 
rather to obtain ‘a reasonable spread and to bias 
the sample according to the relative economic 
importance of countries.’ : 

In order to produce a score for each annual 
report the following maximum percentage marks 
were allocated: 


(1) Consolidated financial statements—20 

(2) Disclosure of accounting policies and compli- 
ance with international standards—15 

(3) Disclosure of segmental information—15 

(4) Disclosure of information on price changes—10 

(5) Audit scope and opinion—10 

(6) Disclosure of non-financial data—15 

(7) Marks for additional disclosure—15 


The authors acknowledge that their system is 
subjective—nevertheless it does produce some in- 
teresting results. 

Chapter 3 outlines the international accounting 
environment and includes sections on the Inter- 
national Accounting Standards Committee, the 
International Auditing Practices Committee, the 
Organisation for Economic Co-operation and De- 
velopment, the United Nations, and the European 
Economic Community. 

The following chapter deals with ‘headline re- 
sults’ and highlights the fact that profit figures are 
presented in a variety of different ways, sometimes 
before tax, sometimes after tax, before or after 


extraordinary items, before or after minority inter- 


ests. These differences are significant and together 
with a variety of different accounting policies 
adopted make inter-firm comparison very difficult. 
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Chapter 5 deals with consolidated financial 
statements where progress has been made in 
Europe after the 7th Directive was adopted by the 
Council of Ministers on 13th June 1983. Significant 
progress has been made in Italy and the activeness 
of the stock exchange authority, the Commissione 
Nazionale per le Società e le Borsa, will ensure that 
all listed companies will be preparing consolidated 
accounts before implementation of the Directive in 
1990. One country which is lagging behind is Spain 
where practice seems to be very limited in this area. 
With regard to the treatment of associated compa- 
nies using the equity method the survey notes that, 
on the surface at least, there is considerable com- 


pliance with IAS 3 but this may be illusory as many _ 


annual reports lack clarity. 

Chapter 8 deals with statements of changes in 
financial position and notes that coverage is good 
but lacks a uniform approach. The authors, quite 
rightly in my view, argue that IAS 7 needs to be 
reviewed with the objective of increasing compara- 
bility in the format, content and underlying con- 
cept of funds statements. 

The survey also finds that disclosure of account- 
ing policies is good and that there is a slow move 
towards international standardisation. Increased 
standardisation is-also noted in the treatment of 
foreign currency translation especially as the 
United States, United Kingdom and Canada have 
adopted a united approach to dealing with the 
problems. The survey notes that there are 
differences in the treatment of gains and losses on 
overseas borrowings between countries and that 
some companies treat gains differently from losses. 
The authors propose that this inconsistency should 
be ‘outlawed’. 

The chapter on inflation accounting highlights 
that over the last ten years there has been a 
substantial increase in the number of companies 
publishing general price level or current cost data. 
Although some companies produce inflation ad- 
justed accounts because they are compelled to, the 
authors state that there is a strong case for believ- 
ing that the historic cost concept is inadequate: ‘If 
it [HC] was any good, there would be no need for 
supplementary statements or for revaluations; it 
would be a perfect base for taxation and there 
would be no need for statutory revaluations or 
additional tax reliefs.’ 

With regard to the vote taken by members of the 
Institute of Chartered Accountants in England and 
Wales, the authors take a positive view of the 
marginal victory against an ‘unholy alliance’. This 
alliance consisted of ‘those who rejected any 
change, those who rejected current cost accounting 
but wanted general price level accounting, those 
who wanted current cost accounting but sought 
changes in SSAP 16 and, last but not least, those 
who just wanted to register a general protest 
against the establishment.’ | 
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There are other chapters on segmental reporting 
and the disclosure of non-financial statement infor- 
mation. With respect to segmental information the 
survey notes that only 29 companies complied with 
the requirements of IAS 14. The top UK compa- 
nies came out the best. The treatment of non- 
financial information is necessarily brief as it con- 
stitutes an area which would require the pubication 
of a second book. 

Part 3 of the book deals with the accountants 
themselves. There are three chapters on accounting 
firms, the survey auditors, and the audits of the 
survey companies. 

Finally, the conclusion of this study: the highest 
score for corporate reporting was achieved by BAT 
Industries, the British based tobacco and retailing 
multinational. The all round quality and excep- 
tional segmental information carried the day for 
the British company. However, the survey states 
that the highest overall standards were achieved in 
the United States although its lead over Canada, 
the Netherlands, Sweden and the United Kingdom 
is small. 

The worst annual reports in the world, in a class 
of their own in fact, were large and multinational 
companies in Spain. Perhaps we can help them 
once Spain becomes a member of the EEC! 

Overall the book proved to be an interesting 
read with some forthright comments by the 
authors. Fortunately there are not too many tables 
summarising differences in reporting practices. At 
£99 I am glad that I have only to review the book 
and not purchase it. 


University of Exeter T. E. Cooke 


Selected Papers from the Charles Waldo Haskins 
Accounting History Seminars. James F. Gaertner 
(ed.). The Academy of Accounting Historians, 
1984. iv + 172 pp. 


This is the fourth item in the Academy of Account- 
ing Historians’ Monograph Series and it comprises 
a selection of papers from seminars held at New 
York University and in Atlanta, Georgia. Charles 
Waldo Haskins, to whom this monograph is dedi- 
cated, was a founding partner of Haskins and Sells 
which began business in New York City in 1895. 
The Preface tells us that Haskins believed that 
practitioners needed to develop a sense of history 
in order for accountancy to reach its full potential 
and, as the first Dean of the School of Commerce, 
Accounts and Finance at New York University, he 
pressed for the inclusion of historical studies as a 
central element in accounting education. 

Of the nine papers included in this monograph, 
six emanate from academics based at universities in 
the United States, two from England and one from 
Australia. 
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Yamey contributes a shoct paper which deals 
with the relevance of the study of accounting 
history. The paper is substantially auto- 
biographical, concentrating on areas he has ex- 
plored with the aim of obtaining: some expla- 
nations for existing practices. Yamey admits that 
he has often lost sight of this objective and suc- 
cumbed to an irresistible temptation to undertake 
research, almost for its own sake, in order to 
establish the historical record as accurately as 
possible, and from there to speculate on likely 
reasons and motives. In following this course, 
Yamey has performed what many believe to be the 
principal functions of the accounting historian, 
with any present-day relevance viewed as a valu- 
able bonus. 

Brief contributes a thoughtful paper which 
traces the transition from tne valuation basis for 
calculating profit to the maiching basis, though I 
think that his choice of tke last quarter of the 
nineteenth century as the transition date is rather 
late. Briefs main thesis is that the continuing 
controversy over the relative merits of these two 
approaches to profit measurement should be post- 
poned until agreement is reached concerning the 
reason for making interim measures of profit. 

D. Larry Crumbly’s pape- is designed to give an 
historical overview of the -mpact of the Federal 
income tax on financial reporting in the United 
States. It includes a chrono_ogy of tax rules which 
have possible implications for financial reporting 
procedures and also detalis areas of difference 
between the measurement of accounting profit and 
taxable profit. He argues, srobably quite rightly, 
-that the choice of accounting procedures will be 
biased towards the adopticn of those which pro- 
duce favourable tax effects. but admits that there 
has been little empirical work in this area and 
encourages accounting his-orians to undertake a 
series of case studies. These are badly needed in 
this area and others. It is not possible to be sure 
that companies have adopted tax-efficient account- 
ing procedures merely because they happen to 
minimise the tax bill. As Schoenfeld’s paper ably 
argues, there are many other variables. An exam- 
ination of company records often gives a better 
insight into the reasons for change and it is there- 
fore a little disappointing that the papers in this 
collection almost entirely make use of only second- 
ary source material. 

Malcolm Miller’s paper seeks to compare and 
contrast the impact of thz Australian regulatory 
system with that of the Umted States. He provides 
a very good summary of the development of 
accounting regulations in Australia and highlights 
some of the major differences compared with the 
stricter controls imposed in the United States 
through the SEC. He disagrees with Benston’s 
argument that regulations, imposed in the United 
States, should be reduced because the high cost of 
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disclosure outweighs the benefits. However, Miller 
does not attempt to prove that a high degree of 
regulation is in fact essential; instead he en- 
deavours to show that Benston’s conclusions are 
based on a subjective weighing of available evi- 
dence rather than hard facts. Some of Miller’s 
criticisms appear valid but, since he produces few 
hard facts of his own, we can do little more than 
conclude that the two contestants hold strongly 
divergent opinions. : 

Baxter’s essay entitled ‘Accounting Roots and 
their Lingering Influence’ discusses four stages in 
the ‘growing up’ of accountancy: the classical 
period; 1200-1850; 1850-1950; 1950 onwards. He 
digresses to provide us with a plausible explanation 
for the development of double entry book-keeping 
and concludes his paper by expressing strong reser- 
vations on standardisation of reporting procedures 
in response to growing criticism of British financial 
reporting practices in the 1960s. Robert E. Jensen 
urges accountants to re-examine and adapt the 
“Tin Lizzie’ model of historical cost accounting to 
changing needs and what he believes to be the 
demand for wider social accountability in both 
private and public institutions. Lee J. Seidler con- 
tributes a paper grandly entitled ‘An Overview of 
External Forces Affecting the Evolution of 
Accounting Theory’ to describe a modest (5 page) 
note directed at a broad examination of some 
government influences on the development of 
accounting practice. In another brief (3 page) 
paper Paul Garner makes a plea for accounting 
historians to engage in comparative research on. 
the development of accounting education in 
different countries. 

According to Gaertner, the monograph is de- 
signed to have a wide appeal, and to expose the 
reader to the historical dimension of several areas 
of accounting. The editor further suggests that it 
might be an appropriate reading requirement for a 
course (or mini-course) in accounting history at the 
university level. ] agree with these claims, particu- 
larly because most of the papers contain a substan- 
tial background discussion of the topic under 
examination. My only real criticisms of this col- 
lection are that a couple of the papers are far too. 
short to deal adequately with their chosen subject, 
while there are a rather large number of typing 
errors, and the omission of words, and even sen- 
tences, indicating poor proof-reading. 


University College, Cardiff J. R. Edwards 


Who Audits the World: Trends in the Worldwide 
Accounting Profession. Vinod B. Bavishi and Harold 
E. Wyman. Centre for Transnational Accounting 
and Financial Research, University of Con- 
necticut, 1983. xviii + 148 pp. + Appendices. 


This is a study of what since the Second World 
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War has become a worldwide (capitalist world, 
that is) auditing profession. The authors’ objec- 
tives in conducting it were to determine the 
organisational and market structures of the pro- 
fession and the key economic factors. To enable 
them to do this they compiled a data base which 
includes information for over 10,000 companies 
and just under 4,000 offices of the thirteen largest 
auditing firms. 

The authors had some difficulty in identifying 
auditors with firms. For example, whilst there was 
a 100% identification for the UK and the USA, the 
percentage was 98 for Australia, 27 for Italy and 
1 for Indonesta. 

Based on the number of offices, total partners 
and clients’ total sales and assets, a ‘Big Thirteen’ 
emerged. These include the US Big Eight plus 
Binder Dijker Otte & Co., Fox Moore Inter- 
national, Grant Thornton International, Howarth 
& Howarth International and Klynveld Main 
Goerdeler (KMG). There is also a Big Nine, 
comprising the Big Eight plus KMG. 

Among the conclusions drawn from the data 
were the following. Worldwide, KMG had the 
most partners, Coopers & Lybrand the most offices 
and Arthur Andersen & Co. the highest average 
number of partners per office and the highest 
number of partners practising under the firm’s 
international name. In the USA, Peat, Marwick, 
Mitchell had the highest number of partners and 
Ernst & Whinney the most offices. Outside the 
USA, KMG had the most partners and Coopers 
and Lybrand the most offices. In the EEC (includ- 
ing the UK), KMG had both the most partners 
and the most offices. 

The top ten countries in terms of offices and 
partners of the Big 13 were the USA, Canada, the 
UK, Australia, the Netherlands, South Africa, 
France, West Germany, New Zealand and Japan. 
The top ten cities in terms of partners were New 
York, London, Toronto, Chicago, Los Angeles, 
Sydney, Paris, Montreal, Houston and Washing- 
ton (Sydney’s sixth position came as a surprise to 
' the authors—Melbourne was 14th). Such a list is, 
of course, partly a measure of the degree of 
centralisation of financial services in particular 
countries: Birmingham (34th) and Glasgow (44th) 
were the only two British cities other than London 
in the list of 45 cities. Six different firms held the 
number one position in the top ten countries. 

The Anglo-Saxon bias in these lists is obvious 
and is partly a reflection of the fact that modern 
company auditing is a 19th century British inven- 
tion which has been more successfully exported to 
the English speaking world than to the rest of the 
world. 

A fascinating chapter on reporting by inter- 
national auditing firms shows not only how little 
information the firms voluntarily disclose about 
themselves but also that disclosure has declined 
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over time. This is surely an unsatisfactory position 
for what are in effect multinational enterprises 
wielding great influence. 

Bavishi and Wyman have produced an excellent 
reference work which will interest both prac- 
titioners and academics. No doubt they will 
continue the good work by producing updated 
editions from time to time. 


University of Exeter . R. H. Parker 


Terminology for Accountants. The Canadian Insti- 
tute of Chartered Accountants. 3rd edition 1983. 
xi+ 157pp. Can $12.50. 


English is the world’s most common accounting 
language but its varieties can be bewildering even 
to a native speaker. Canada is, of course, a bilin- 
gual country and the Canadian Institute of Char- 
tered Accountants (CICA) publishes not only the 
Terminology for Accountants under review but also 
a companion Dictionnaire de la comptabilité et des 
disciplines connexes prepared by Fernand Sylvain. 
The only French term in the Terminology is caisse 
populaire, which is defined as a synonym for credit 
union (‘A banking institution organised on a 
co-operative basis to provide savings and loan 
services to and for the benefit of its members 
(owners)’). ‘Cheque’ is preferred as a spelling to 
‘check’—is this the result of French or British 
influence? : 

Most of the words and phrases set out in the 
Terminology will be familiar to British, American 
and Australasian accountants. There are, however, 
a few surprises for non-Canadians. There is a short 
entry for current cost accounting but CCA is the 
acronym for capital cost allowance (equivalent to 
the British capital allowance). The abbreviation for 
the (Canadian), Accounting Standards Committee 
(formerly the Accounting Research Committee) is 
AsSc; ASC refers to CICA’s Anditing Standards 
Committee. __ 

The entry. for auditor’s opinion is subdivided 
into adverse opinion, denial of opinion, piecemeal 
opinion, qualified opinion and unqualified opin- 
ion. This list does not correspond exactly with 
either British or US usage. ‘Kiting’ and ‘lapping’ 
are in the Terminology but not the more familiar 
(to a British accountant) ‘teeming and lading’. A 
good guide to these intricacies of terminology is the 
Accountants International Study Group’s Com- 
parative Glossary of Accounting Terms in Canada, 
the United Kingdom and the United States, 1975. 

This book is of great practical help to those 
concerned with Canadian accounting and a plea- 
sure to consult for all accountants interested in the 
words they use. . 


University of Exeter R. H. Parker 
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Corporate Governance. R. I. Tricker. Gower 
Publishing Co., 1984. vii + 319 pp. £17.50. 


Professor Tricker’s book seeks to analyse the ways 
in which British companies are dirécted at board 
level. He is concerned with accountability, super- 
vision and the setting of corporate policies. As 
such, the book is not concerned with the problems 
of managing a business or a business unit, but with 
setting its direction and establishing its societal 
role. The book commences with a detailed and very 
thorough history of the UK. corporation as it has 
evolved since the very first Companies Acts of 
more than a century ago. The breakdown of the 
companies in the UK by size is analysed and the 
student of the history of the British corporation 
would find much of value in the first five chapters 
of the book. The point is made that there is usually 
very little linkage in a group of companies between 
the corporate structure and the management struc- 
ture. Normally, the corpcrations are historical 
accidents or are set up to cope with some particular 
regulatory problem including taxation. The man- 
agement structure, on the other hand, is usually 
designed on a products basis or on a regional basis, 
or on some other basis which’ makes more sense 
from the point of view of management. As a result, 
individual subsidiary corpcrations are often legal 
entities which make no economic sense in their 
own right. 

The author analyses companies in four catego- 
ries. The proprietorial category consists mainly of 
a very: large number of very small companies in 
which the owners are also the directors, who are 
also the managers. The book discusses and analy- 
ses these companies and concludes that the present 
corporate structure in its full legal form is more 
complex than these small entities really require. A 
revised approach is recommended, in which pub- 
lished reports and accounts and audits would not 
be required, but a statemen: of solvency, confirmed 
by an independent accountant, would be sufficient. 

The second category consists of ‘Private Compa- 
nies’ which are owned by a small group and not 
quoted on an exchange. Ths only major suggestion 
made for these firms is that capital should be at 
least £5,000. In all other respects, he suggests that 
private companies should be left pretty much as 
they are at the moment. 

The bulk of the book addresses the question of 
governance in the context of the modern corporate 
entity which is usually a group of companies in the 
UK. Professor Tricker suggests that the present 
British arrangement, under which the management 
of the company and its governance become very 
closely intertwined, has been disadvantageous to 
the average British compény and to British eco- 
nomic interests in total. He suggests that the 
structure has created an extremely short term 
orientation on the part of many boards of directors 
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because they are accountable to shareholding 
populations consisting largely of institutional in- 
vestors who are said to have extremely short term 
viewpoints. The policy formulation activities of the 
board of directors are therefore similarly short 
term. Investment for large market share over a 
long period has been left to companies representing 
other nations. In order to get over this problem, 
Professor Tricker suggests a separation of the 
duties of managing the businesses of which the 
group is composed from that of governance which 
deals with accountability and policy formulation. 

In order to do this, a number of suggestions are 
made to redesign the governance of a public 
limited company. In the first place, a minimum 
capitalisation in paid up form, including reserves, 
of 50% of net worth is suggested in order to 
provide assurance to creditors and other interested 
parties. The objective of this provision seems in 
part to be a response to pressures which have 
occasionally been exerted to make corporate man- 
agements more accountable to much wider constit- 
uencies, including the employees, the public at 
large, the creditors, customers and almost everyone 
else with whom the company interacts. In Chapter 
8 of the book, this topic is discussed at some length 
and Tricker dismisses the ideas of general account- 
ability in favour of a continuing specific account- 
ability to the members of the company. However, 
as has already been mentioned, he puts in as a 
safeguard a requirement that business should not 
be under-capitalised. 

The other major suggestion by the author con- 
cerning the governance of a public limited com- 
pany is the creation of a new entity called the 
governing body. The governing body would be 
responsible for all matters pertaining to account- 
ability, supervision and policy formulation. It 
would consist of a group of governors who would 
be totally independent of the company’s business, 
and who would not be shareholders and certainly 
not directors. They would be independent persons 
of superior judgement who would be paid fees for 
their services. 

The governing body would consist of these 
governors plus the directors of the company who 
might well be full time executives. The proposal 
envisages a chairman of the governing body with 
statutory rights and obligations, which would en- 
sure that the governance of the enterprise was 
separated from the day-to-day tasks of the chief 
executive officer. As the author points out, there 
are many companies adopting a form very like this. 
However, he suggests that there are many compa- 
nies which do not have this structure at present but 
which would benefit materially if they were to 
adopt it. Further, he believes that this separation 
of duties should be given the force of law. 

The board of directors (not the governors) 
would have the primary role in directing the com- 
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pany and in formulating its strategy. The govern- 
ing body (including governors and directors) 
would analyse such proposals on strategic issues as 
the directors may choose to put to them and would 
have the power to amend as necessary. The gover- 
nors would be responsible for supervising the 
performance of the executives. They would meet in 
a separate group and would set objectives and 
review operating plans and performance. The 
governors would receive regular information con- 
cerning the ways in which the business was being 
run, and would be responsible for the function of 
accountability of the enterprise to the shareholding 
members. 

Professor Tricker’s book makes four valuable 
contributions to the literature on the corporate 
form in the United Kingdom. The historical review 
of the procedures governing the formation and 
management of a company in Britain is brought 
together in one document in a most useful fashion. 
The contrast between the legal, the rational, the 
organisational and the socio-political views on 
corporate organisation structures is usefully sum- 
marised in Chapter 7. The breakdown of compa- 
nies into four categories (private, proprietary, pub- 
lic, and subsidiary) is an effective method of coping 
with the undoubted fact that the corporate form in 
the United Kingdom is used for an enormous 
range of different kinds of business operation. The 
prescriptions in the book are certainly thought- 
provoking. I found the discussion in Chapter 8, on 
exactly what accountability means, to be a refresh- 
ing and stalwart defence of the existing idea, 
namely, that a company is owned by its members 
and should be run for their benefit within the 
constraints of law and the national welfare. The 
idea of extending accountability to a range of 
different constituents is firmly rejected. 

The chapter entitled ‘Liability and Business Re- 
ality’ seems to me to be very weak indeed. The 
point is made, as has already been discussed, that 
a subsidiary company may have no real existence 
even though it has a perfectly legal one. The 
suggestion is made that a new entity should be 
created called an ‘Accountable Business Activity’ 
which would comprise an identifiable business 
activity within the group. The ABA would have 
both a legal existence and a managerial purpose. I 
find this argument extremely weak. If a company 
wishes to align its legal structure with its or- 
ganisational structure for management purposes, 
then there is really no reason why it couldn’t do so 
by transferring resources from one subsidiary to 
another and, indeed, many companies have al- 
ready done this. Many companies have also or- 
ganised themselves into a series of strategic busi- 
ness units, each of which has a particular corporate 
purpose to fulfil and each of which will usually 
confront an identifiable market. I do not believe 
that we need a new name for an entity which 
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already exists in practice as well as in the literature. 
The idea of making it possible for a creditor to sue 


-an accountable business activity instead of the 
- subsidiary company which he could sue before, 
‘seems also a bit of a charade. An unscrupulous 


management who wished to weaken the creditors’ 
case could shuffle the assets and liabilities among 


- ABAs just as easily as they could among subsidiary 


companies. 

The principal objective of the book is contained 
in the recommendations for the governance of 
public limited companies and, in particular, in the 
suggestion that a governing body should be created 
so that there would be separate entities to cope 
with the problems of accountability and super- 
vision on the one hand and managing the enter- 
prise on the other. There is certainly a good deal 
of evidence that British companies manage better 
than they carry out strategic thinking. What is less 
obvious is: that the proposed governing body 
would improve the situation. There seems to be an 
acute shortage of senior executives with the neces- 
sary vision to carry out an effective corporate 
strategic analysis and also to have the necessary 
strength to supervise the managing of the enter- 
prise in the direction which has been chosen. There 
is little evidence that the problem is going to be 
solved by dividing the job in half. Some companies 
already have a non-executive but effective chair- 
man who is responsible for accountability and 
direction and a full time managing director who 
vigorously pursues the ends thus defined. Partner- 
ships of this kind usually arrive at the objectives 
jointly but at the same time have reasonably clear 
balance or division of labour in their own working 
relationships. Legally to enforce a separation of 
responsibilities seems to me to be legislating where 
legislation is inappropriate. Readers familiar with 
the recent top management structures of General 
Electric, BTR, Trafalgar House and Grand 
Metropolitan, for example, will be aware of great 
differences between the kinds of partnership which 
the top two people in these companies have had. 
Enforcing a particular relationship, by law, at the 
top will not help if the people want the relationship 
to be different. 

I found the book a stimulation to thought on the 
topic of corporate governance and a useful refer- 
ence. I would strongly encourage senior managers 
and students of corporate senior management in 
the UK to read it carefully. I predict that most will 
dislike its conclusions. 


Manchester Business School 
Andrew M. McCosh 


Accountants’ Remuneration Survey 1983-84. Small, 
J. and Stone, M. Tolley Publishing Co. Ltd., 1984. 
70 pp. £19.90. 


This survey, which covers the 12 months to 6 
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December 1983, is based on questionnaires sent 
out, to 3,500 UK accountants of whom 692 replied. 
The results have. been analysed in considerable 
detail and provide interesting information about 
salaries paid according to such factors as job 
sector, age, sex, region, length of service, number 
of job changes, qualifications etc. 

The average salary of the respondents was 

£18,129 per annum, although 10% earned more 
than £30,000 and 5% more than £40,000. At the 
other extreme, 3% earned less than £8,000. Salaries 
seemed to increase until the 41-45 age range, 
although for some unexplained reason salaries 
peaked again in the 61-65 age range. When re- 
spondents were analysed by sex, there did appear 
to be some evidence of discrimination as the 
average remuneration of males was £18,353 as 
opposed to £10,684 for females. It would appear, 
however, that there were only about 20 females in 
the sample and the age of females was significantly 
lower than that of males. 
-© When salaries were analysed inte business sec- 
tors, average salaries in the private sector were 
shown to be £18,808 as opposed to £15,820 in the 
public sector. Average salaries in private practice 
were £20,328, although there was a wide range of 
salary bands; for example 16% earned less that 
£10,000 and 12% earned more than £40,000. The 
average salary for a partner in private practice was 
£25,828. In commerce, industry and government 
there was a much narrower range of salaries. For 
example, the average salary in manufacturing was 
£17,323, with 6% earning less than £10,000 and 
only 1% earning in excess of £40,000. In education 
the range was even narrower with no salaries 
` reported below £10,000 or above £23,000. The 
average salary in this sector was £15,277. 
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The regional analysis showed that salaries in 
London and ‘the - South #East—average 
£19,731—were significantly in excess of those in 
other regions. Bristol and the South West was 
closest to the London _ salaries—average 
£18,728—whereas the East Midlands was at the 
bottom of the list with an average salary of 
£15,227. 

The booklet also contains some useful non- 
financial data. For example, it is estimated that 
83% of accountants will probably never work for 
more than three organisations and 42% will proba- 
bly only work for one firm. Fringe benefits are also 
examined, the most popular being the contributory 
pension scheme (65%), company car (61%) and 
private health insurance (49%). 

A final area for discussion and controversy will 
probably be the membership of accountancy 
bodies. The average salary of Chartered Account- 
ants in England and Wales was £19,476 as com- 
pared with Certified Accountants £18,273 and Cost 
and Management Accountants £15,882. Rather 
surprisingly, however, Scottish Chartered 
Accountants were top of this list with average 
salaries of £20,535. 

This booklet, priced at £19.90 for only 70 pages, 
will probably be on the bookshelves of many UK 
accountants for use in negotiations regarding sal- 
aries, fringe benefits and other related employment 
conditions. It should also be made available in 
student libraries and careers sections, as there is 
much information here which should be considered 
in making decisions about career paths and special- 
isation. 


University of Exeter Patrick Kirkman 
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Do Managers Believe the Efficient Market 
Hypothesis? Additional Evidence 


Terrence B. O’Keefe znd Soloman Y. Soloman 


I Introduction 


In a recent article in this journal, Hines (1982) 
provided evidence that many investors (share- 
holders) do not believe the Eficient Market Hy- 
pothesis (EMH).' According to Dan Seligman, 
associate managing editor of Fortune, many 
financial analysts do not beleve EMH, though 
Seligman himself seems to accept it (Fortune, 
1983). And James W. Michaeis, editor of Forbes, 
provides evidence that at least some elements of 
the popular financial press do not believe EMH 
(Forbes, 1984). He says that Forbes has long 
been contrarian and pokes fun at an apparent 
weakening of Seligman’s belief in EMH. 

In this paper we focus upor. managers’ belief in 
EMH. There is both anecdotal and systematic 
evidence that many managers in the United States 
do not believe EMH.” Arthur Wyatt (1983), part- 
ner of Arthur Andersen & Co. and member of the 
Financial Accounting Standards Board (FASB) 
interpretations and amendments task force, re- 
cently wrote: ‘I am somewhat skeptical about 
EMH (Efficient Market Hyrothesis). This skep- 
ticism reflects, no doubt, the fact that I deal more 
with non-believers in EMH than with believers. 
But it also results from my awareness of business 
activity that seems to deny the validity of 
EMH... My anecdotes have tried to establish the 
proposition that managers do act as though the 
market weren’t efficient.”? 

More systematic evidence is provided by several 
researcaers. Evans et al. (1979), p. 16, found that 
84 percent of managers responding to a question- 
naire thought FASB Statement No. 8, regarding 
foreign currency translation, would mislead in- 
vestors. Horwitz and Kolodrry (1980) used a ques- 
tionnaire to measure management attitudes about 
FASB Statement No. 2, regarding expensing re- 





Our discussion in this paper is kased upon the semi-strong 
version of EMH (Fama, 1976). 

Questions such as, ‘What should managers believe about 
EMH” or ‘Do non-believers survive as managers?’ are beyond 
the scope of this paper. 

3Dr. Wyatt’s anecdotes relate to the lifo-fifo decision, 
off-balance sheet financing, accounting for business combina- 
tions and accounting for foreign currencies. 


search and development expenditures. Forty-seven 
percent of the managers of ‘deferral firms’ believed 
that potential investors would reduce their in- 
vestment in developing stage firms because of 
FASB No. 2. Another 17 percent felt that that 
might occur. Thirty-five percent of the same man- 
agers believed capital would be more difficult 
and/or expensive to obtain. Another 30 percent 
believed this might be the case. For ‘expense firms’ 
36 percent expected an impact on investment in 
developing stage companies and 50 percent ex- 
pected an impact on the cost and/or availability of 
capital. Finally, Mayer-Sommer (1979) designed a 
questionnaire to learn if managers believe EMH. 
Mayer-Sommer found that at most 17 percent of 
responding Fortune 500 controllers believed in any 
form of EMH. 

It may be important for accounting standard 
setters and others to know the beliefs that manag- 
ers hold about EMH. If managers act on their 
beliefs then the effect of mandatory accounting 
standards on investment, production and financing 
decisions will depend upon their beliefs about the 
Efficient Market Hypothesis (EMH). 

If standard setters relied on the information 
above they would conclude that many, if not most, 
managers do not believe EMH. But some skep- 
ticism about these results is warranted. The work 
by Evans et al. (1981) and Horwitz and Kolodny 
(1980) are questionnaire studies connected with. 
particular standards. A skeptic might be concerned ` 
that respondents may have incentives to misrep- 
resent because of their preferences regarding the 
standard, or that controls for those incentives are 
absent when assessing beliefs about EMH. The 
Mayer-Sommer study (1979) is not related to a 
particular standard, and so there may be less 
incentive to misrepresent. But the results are not 
generated in the context of an event with possible 
economic consequences and so there is no way to 
correlate beliefs with actions. If there were, then we 
could have more confidence in the validity of the 
measure. 

The purpose of this study is to provide addi- 
tional information concerning managers’ beliefs 
about EMH. We measure managerial beliefs about 
EMH by using comment letters to the Exposure 
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Draft of FASB Statement No. 19 regarding ex- 
pensing oil and gas exploration expenditures. We 
develop a lobbying model, based upon the work of 
Downs (1957) and Bartlett (1973), as an aid in 
designing and interpreting the measure. We relate 
this measure of beliefs to an action with economic 
implications, i.e., the intensity of the lobbying 
position taken by firms that were deferring all oil 
and gas exploration expenditures at the time of the 
Exposure Draft. We control for incentives to mis- 
represent beliefs about EMH by including in the 
model variables measuring those incentives. 

The major advantages of our approach are that 
(a) we address the ‘incentive to misrepresent’ issue 
with controls, (b) we provide a validity test relating 
beliefs to action and (c) our data source is an 
archive which may provoke less respondent 
measurement error than questionnaires. The major 
disadvantages are that a representative sample 
of managers is not drawn and classifications of 
archive data by researchers may lead to 
classification measurement error. 

In section II of the paper we outline the study 
design. In section III we discuss a managerial 
incentive model and identify controls. In section IV 
we discuss measures of lobbying position and 
beliefs about capital market efficiency. We also 
present a model of lobbying behaviour and exam- 
ine its implications for measurement and validity 
tests. In section V we cover statistical issues and 
give results. Section VI is a summary. 


II Study design 


Beliefs about EMH 


In this paper we measure beliefs about EMH 
relative to the semi-strong form of EMH, i.e., all 
publicly available information is impounded un- 
biasedly in share price as soon as it becomes 
available. Operationally, we assume that financial 
reports are publicly available. If EMH is a testable 
(refutable) hypothesis, then EMH is refuted if 
prices do not ‘fully reflect’ publicly available infor- 
mation, regardless of the reason. For example, if 
public information is not. ‘fully reflected’ because 
information is costly, semi-strong EMH is rejected, 
even though the price may be ‘rational’. Failure to 
reject EMH in this circumstance implies that EMH 
is not testable. Likewise, if a manager believes 
markets do not ‘fully reflect’ publicly available 
information then he or she does not believe EMH. 


An Overview of the Design 


The accounting treatment in this study concerns 
whether firms defer their oil and gas exploration 
expenditures. In December 1977 FASB issued 
FASB Statement No. 19 (FAS19), effective De- 
cember 15, 1978. The standard required firms to 
expense oil and gas exploration expenditures asso- 
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ciated with dry holes. Prior to FAS19 the ‘full cost’ 
firms were deferring all exploration expenditures, 
regardless of individual hole drilling results. The 
‘successful efforts’ firms were already expensing 
expenditures related to dry holes, as required by 
FASI9. FASI9 was to be applied retroactively, 
with dramatic negative effects on the stockholders’ 
equity section of ‘full cost’ firms. The average 
adjustment to stockholder equity for ‘full cost’ 
firms was estimated to be 22 percent. FAS19 
generated intense lobbying pressure and was 
rescinded in February 1979 after the Securities and 
Exchange Commission withdrew its support. 

In this study beliefs about EMH (BEMH) are 
measured by examining comment letters to FASB 
about the Exposure Draft of FAS19 from manag- 
ers of ‘full cost’ firms who give reasons against 
FAS19. Letters from ‘successful efforts’ firms are 
not used because managers who do not believe 
EMH have incentives not to reveal that because 
their lobbying position would be weaker. In partic- 
ular, if EMH is not true, then FAS19 might 
improve the competitive position of ‘successful 
efforts’ firms relative to ‘full cost’ firms in capital 
markets. Such a result may not be palatable to 
FASB constituencies.‘ 

The Intensity of the Lobbying Position (L) taken 
by ‘full cost’ firms is measured by classifying the 
comment letters as ‘against’ or ‘strongly against’ 
FAS19. This measurement of intensity is assumed 
to proxy for the entire lobbying effort made of the 
firm. Formally, we are using content analysis 
(Holsti, 1969) to measure both L and BEMH. 

We then examine the construct validity of our 
BEMH measure by relating BEMH to L, using a 
probit model with L as the classification to be 
predicted.” BEMH has validity if those who do not 
believe EMH lobby, on average, ‘strongly against’ 
FAS19, and those that believe EMH lobby against 
FAS19 less intensely. 

However, there are two possible problems with 
the construct validity test for BEMH discussed 
above. First, managers may have incentives to 
‘game’ their submissions to FASB by misrep- 
resenting their true beliefs about EMH. For exam- 
ple, they may object to FAS19 for contractual 
reasons relating to bonuses. Second, managers 
may make incomplete statements that result in 
misclassifying BEMH. For example, when a man- 
ager from Natomas Co. said, ‘By forcing young 


‘Indeed, only two of the 33 successful efforts firms that 
lobbied FASB regarding FAS19 revealed their beliefs about 
EMH. The exclusion of ‘successful efforts’ firms is discussed in 
detail in Section IV. i 

‘Construct validity is found if a measure of a construct, say 
BEMH, has the appropriate relationship with a measure of 
another construct, which is known to be adequately measured. 
See Nunnally (1978, pp. 86-109) for a discussion of validity 
tests, including construct validity. 
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exploration oriented companies to report lower 
earnings, ..., thus making it more difficult to raise 
money in the capital markets’, what the manager 
might mean was that debt ccvenants based on 
earnings will prevent the young firm from going to 
the market for as much capital, or will increase its 
cost because of the need to renegotiate the debt 
covenants. Thus, the manager may believe both 
EMH and that contracting costs affect financing. 
Yet his or her public statement could be inter- 
preted as a denial of capital market efficiency. 
The importance of both of these problems is an 
empirical question. We deal w-th them by includ- 
ing controls for contracting costs and for possible 
political costs (Watts and Ziramerman, 1978) in 
the probit equation relating BEMH to L. If public 
statements indicating non-beliefin EMH proxy for 
these other influences, then the likelihood of incor- 
rectly finding construct validity (type I error, given 
the null hypothesis of no ccnstruct validity) is 
diminished by including measures of those 
influences in the probit equation. 


Comparing Questionnaires to Comment Letters 


Two possible sources of data to measure BEMH 
are questionnaires (used in pzevious studies) and 
archives (such as comment letters to FASB).° 
Webb et al. (1966) argue that the validity of a 
measure can vary with how the data are collected. 
They argue that in social sciznce research errors 
may be traced to the respondent, to the in- 
‘vestigator, and to sampling -mperfections. Com- 
paring the comment letters to questionnaires on 
these dimensions, the principal advantage of the 
comment letters is that actua. behaviour (the lob- 
bying activity) is observed unobtrusively. But in- 
vestigator measurement errozs may be larger for 
the comment letters, because zhe investigators may 
have more trouble interpreting them. As for sam- 
pling imperfections, commert letters may not be 
representative of the population of managers, be- 


cause only managers that chose to write letters . 


regarding FAS19 are included in the archive. 

Finally, Webb et al. assert that social scientists 
should employ both obtrusive and unobtrusive 
measures, because results that are common 
across different types of data sources are 
more likely to be valid. This study measuring 
BEMH augments previous questionnaire studies 
(obtrusive measurement) ky using an archive 
(unobtrusive measurement). 


Why Use Comments Regaraing FAS19? 
We used the Exposure Draft for FAS19 in this 


Wetb et al. (1966) define archives as data produced for other 


than scholarly purposes. 
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study for three main reasons.’ First, it generated a 
large number of comment letters (195) and thus 
observations. Second, Collins et al. (1981) have 
examined the relationship of stock prices of firms 
and the Exposure Draft for FAS19. Deakin (1980) 
has examined the relationship of several variables 
(including proxies for capital market beliefs) to 
firm lobbying positions taken with the Securities 
Exchange Commission about FAS19. Dhaliwal 
(1980) has examined the relationship of the choice 
made by firms regarding full cost and the 
debt/equity ratio of those firms. These three studies 
provide this study with guidance as to appropriate 
controls for managerial incentives in this study. 
Third, the Exposure Draft of FAS19 is recent 
(1977), which makes conclusions about BEMH 
more relevant today. 


HI Managerial incentives and controls 


In this section, we identify the variables we 
expect to influence lobbying activity. They are 
included in Section V in the probit model relating 
BEMH and L. 


Model of Managerial Behaviour 


We assume that managers determine the lob- 
bying activity of their firms, and that they max- 
imise their own utility, creating the possibility that 
their decisions on lobbying activity may not be 
congruent with shareholder interests. We assume 
for simplicity that managers’ utility depends only 
upon personal wealth and is a positive function of 
future wealth and a negative function of the vari- 
ance of wealth. Wealth from wages, bonuses and 
stock options could be affected by an accounting 
change. If managers believe FAS19 affects any of 
these forms of compensation, either now or in the 
future, they may undertake lobbying activity. 


FAS19, the. Future Distribution of Accounting 
Earnings, and Lobbying Activity 


. Sunder (1976) shows that for growing immature 
oil and gas exploration firms the mean of net 
income will be lower and the dispersion higher if 


The FASB archive includes other components, i.e., comment 
letters to the Discussion Memorandum, Public Hearings, and 
transcripts of meetings between FASB officials and interested 
parties; and other archives about FAS19 exist, such as the 
comments provided to the Securities and Exchange Commis- 
sion. All of these archives might be used to measure lobbying 
activity and beliefs about EMH. Examination of these other 
archives is beyond the scope of this study. Rather, we selected 
the exposure draft as our event because, in our judgment, the 
exposure draft was at least as likely as other events to yield 
information about the lobbying position and beliefs about 
EMH of managers of firms affected by FAS19, and because 
studies by others about the exposure draft for FAS19 provide 
information for our study. 
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they use successful efforts accounting rather than 
full cost accounting. For stable, mature firms, the 
two methods yield the same net income distribu- 
tion. FAS19 required that firms using full cost 
switch to successful efforts. We would expect 
lobbying activity by managers of firms where the 
distribution of accounting earnings was to be 
affected by FAS19 if they believe net income is 
positively related to their wealth. 


Beliefs about EMH and Lobbying Activity 


Managers of ‘full cost’ firms who do not believe 
EMH would expect FAS19 to change the cost and 
availability of capital to their firm if the firm’s net 
income distribution changes. For example, such 
managers of immature growing firms would expect 
their capital costs to rise, thus lowering the market 
value of their firm. This might lower the value of 
the manager’s stock options. Further, if the man- 
ager’s performance evaluation (and thus future 
wages) depends on stock prices, and if he or she 
believes that the evaluators, including both current 
and future employers, will not adjust for expected 
effects of FAS19 on stock prices, then he or she has 
additional incentives to lobby against FAS19. The 
greater the anticipated effect of FAS19 on security 
prices, the greater the incentive to lobby intensely 
against FAS19. Other things equal, we hypothesise 
that ‘full cost’ managers who do not believe EMH 
will lobby more strongly against FAS19.  / 
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Bonus Plans and Lobbying Activity 


Watts and Zimmerman (1978) suggest that the 
lobbying position of a manager might be 
influenced by bonus plans written in terms of 
accounting numbers. This might occur if a stan- 
dard were to change accounting numbers and if the 
manager expected the bonus paid to change with 
the standard. Deakin (1980) found that those firms 
using ‘full cost’ who lobbied against FAS19 before 
the Securities and Exchange Commission were 
more likely than non-lobbying firms to have bonus 
plans tied to accounting numbers. We hypothesise 
that ‘full cost’ firms with bonus plans written in 
terms of accounting numbers will lobby more 
strongly against FAS19 than other full cost firms. 


Size and Lobbying Activity 


Collins et al. (1981) hypothesise that size is a 
significant factor in explaining abnormal returns 
associated with the exposure draft for FAS19, 
citing interactions of size with leverage, public debt 
and political costs, and also citing an omitted 
factor related to the ‘small firm’ effect discussed by 
Banz (1979). Political costs were hypothesised to 
beget a positive relationship between abnormal 
returns and size because political costs are pre- 
sumed to be relatively more important for large 
firms. Managers of large ‘full cost’ firms should 
experience relatively small negative wealth effects 
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and should be less likely to lobby against FAS19 
and less likely to take a strong position against 
FAS19, other things being equal. The other three 
effects (leverage, public debt and a small firm 
effect) should have the opposite effect on managers 
of ‘full cost’ firms, making the sign of the size effect 
on lobbying indeterminate. However, Collins et al. 
found size to be related negatively to abnormal 
returns. Given their result, and given the fact that 
the firms in our sample are generally small so that 
political costs may not be an important factor, we 
hypothesise that size will be positively related to 
the strength of the lobbying position taken against 
FAS19 by ‘full cost’ firms. 


Debt/Equity Ratio and Lobbying Activity 
Dhaliwal (1980) argued that management’s lob- 
bying position regarding accounting standards will 
be influenced by how close the firm is to violating 
debt covenants. When debt covenants are violated 
the firm may incur costs while renegotiating loan 
agreements which could affect managers’ wealth 
through stock options and other forms of compen- 
sation. Dhaliwal argues that firms with high 
debt/equity ratios are more likely to oppose stan- 
dards that reduce income or net worth or increase 
income fluctuations because these firms are more 
likely to be driven into technical default. In that 
case, debt/equity may proxy for the effect of debt 
covenants. He provides evidence that firms who 
use full cost accounting have higher debt/equity 
ratios than those who use ‘successful efforts’. We 
hypothesise that the debt/equity ratio will be re- 
lated positively to the strength of the lobbying 
position taken against FAS19 by ‘full cost’ firms. 
However, the debt/equity ratio may also proxy for 
BEMH. If managers of full cost firms do not 
believe EMH and if they believe that the capital 
market uses debt/equity ratios in decisions, then 
higher debt/equity ratios will be associated with a 
greater likelihood of lobbying against FAS19 and 
of lobbying strongly against FAS19. But the mo- 
tivation for lobbying would stem from doubt 
about EMH rather than from debt covenants. 


Percent Change in Owners’ Equity 


Collins et al. (1981), in a study of stock price 
reactions to the Exposure Draft for FAS19, argue 
that managers of firms whose accounting numbers 
are most changed by a standard are most likely to 
be affected by the standard. This is because the 
change in accounting numbers creates the possible 
effects upon wealth, as discussed above, which 
might result in changed management behaviour. 
Collins et al. find that the percentage change in 
owners’ equity is significantly and positively re- 
lated to cumulative abnormal equity returns, so we 
adopt their measure of the impact of FAS19 on 
accounting numbers. 
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Summary of Hypotheses About Controls 


We hypothesise that, among ‘full cost’ firms, the 
strongest lobbying positions against FAS19 are 
taken by firms that have bonus plans written in 
terms of accounting numbers, that are relatively 
large, that have high debt/equity ratios, and that 
have large negative percentage changes in equity. 


IV Lobbying model and validity 


Comment letters regarding FAS19 are used in 
this study to measure both Beliefs about EMH and 
Intensity of Lobbying Position. Obviously, mea- 
sures like these may be manipulated by the writer. 
In this section we use lobbying models developed 
by political scientists to assess the implications of 
incentives to manipulate for the validity of these 
measures. We also describe our sample of com- 
ment letters and our measurement techniques. 


Lobbying with Information 


Lobbying can take a variety of forms and can 
have varying levels of intensity. For example, if 
lobbying is conducted by directly providing dollars 
to the lobbied party, then intensity might be mea- 
sured by the number of dollars provided. Eco- 
nomic models of lobbying behaviour draw upon 
the early work of Downs (1957) regarding voting. 
Downs advanced a model to explain voting behav- 
iour based upon rational economic decisions by 
individual voters. Bartlett (1973) extends the 
Downs model to lobbying. He argues that lob- 
byists vote with dollars. Dollars can be voted 
directly or indirectly (through provision of infor- 
mation to decision makers).” We interpret the 
comment letters we examine a3 dollars voted indi- 
rectly by providing information. 

Bartlett (1973) examines the case of lobbying 
through provision of information. He argues that 
elected officials favour proposals that maximise 
votes for them. But officials are uncertain about 
the utility functions of the voters and about the 
impact of proposals on those functions. Because 
information about these issues is expensive, lob- 
byists who provide it can influence decisions. How- 
ever, lobbyists maximising their utility are expected 
to provide biased and perhaps untruthful informa- 
tion unless full ex post settling occurs, i.e., unless 
the gains from biased information are later lost due 
to subsequent penalties. Officials are assumed to 
discount subsidised information, but not to zero. 
The above situation allows lobbyists to influence 
decisions with information, tut at a cost. 





8Lobbying often involves group ac-ivity. For example, firms 
opposing FAS19 formed a group called the Ad Hoc Committee 
on Full Cost Accounting and lobvied both the Financial 
Accounting Standards Board and the Securities and Exchange 
Commission. Olson (1965) examines collective action of this 
type. This collective action raises interesting questions, but they 
_ are beyond the scope of this paper. 
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In our context it seems useful to treat the 
Financial Accounting Standards Board as a quasi- 
governmental unit, and we adopt Bartlett’s frame- 
work for analysis of comment letters. In particular, 
we assume that information lobbying can influence 
FASB decisions, that informational lobbying is 
biased towards the lobbyist, and that comment 
letters are a form of information lobbying. 


The Sample of Comment Letters 


Comment letters to the Exposure Draft to 
FAS19 were received by FASB from 195 firms. 
Of these, 105 were from companies operating in 
oil and gas exploration. Thirty-three ‘successful 
efforts’ firms lobbied for FAS19. Fourteen ‘suc- 
cessful efforts’ firms were neutral. Fifty-eight ‘full 
cost’ firms lobbied with comment. letters against 
FAS19. 


The Lobbying Model and Measurement of BEMH 


We expect persons lobbying with information to 
provide biased information by omission or misrep- 
resentation. Consider the case of managers of ‘full 
cost’ firms lobbying against FAS19. Table 1 shows 
the reasons they gave for lobbying against FAS19. 
Note that all of the reasons given are ‘acceptable’, 
i.e., they are politically palatable to the various 
constituencies served by FASB. No manager men- 
tions the effect of FAS19 on his or her bonuses, 
though that may be a motivation for lobbying, 
because that motivation is ‘unacceptable’. Also, 
note that acceptable reasons that are empirically 
verifiable are not cited often. For example, the 
impact of FAS19 on actual or potential violations 
of debt covenants is mentioned by only 15 percent 
of the firms. If debt covenants are not important 
this result is expected, because closeness to debt 
covenant violations is observable. 

Suppose a ‘full cost?’ manager believes EMH. 
Then he or she will either not mention that belief 
(bias by omission) or will say he or she does not 
believe EMH (bias by misrepresentation). This can 
occur because ‘not believing EMH’ is an ‘accept- 
able’ reason to oppose FAS19, and because it is 
difficult to verify if BEMH are stated correctly. 
Suppose a ‘full cost’ manager does not believe 
EMH. Then he or she will say so because it 
strengthens the lobbying stance. Thus, regarding 
comment letters we conclude: (a) if a ‘full cost’ 
manager does not claim disbelief in EMH then he or 
she believes EMH, (b) a measure of BEMH using 
comment letters from ‘full cost’ managers will be 
biased towards finding that managers do not believe 
EMH. This bias may be accentuated if many 
managers believe EMH and oppose FAS19 be- 
cause of bonus plans, but do not have acceptable, 
verifiable reasons to oppose FAS]9. In that case, 
the manager has an incentive to cite accounting 
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Table 1 
















Reasons Given in Comment Letter 
for Position Taken 

Do not believe EMH!’ 

Accounting theory 

Information production costs 

Internal accounting issues 

Debt covenants 

Bonus 


3A, U = Acceptable, Unverifiable 
A, V = Acceptable, Verifiable 
UA, V = Unacceptable, Verifiable 


theory and disbelief in EMH to support the lob- 
bying stance, because for unverifiable reasons mis- 
representation is difficult to establish. 

The lobby models also cause us to exclude 
comment letters from managers of ‘successful 
efforts’ firms from our measure of BEMH. The 
‘acceptable’ reasons these managers can give in 
support of FAS19 include: (a) better theory, (b) 
decreasing the costs of comparability, (c) accom- 
plishing (a) and (b) without harming ‘full cost’ 
firms because capital markets are efficient. Because 
FAS19 did not change the accounting numbers 
much for most ‘successful efforts’ firms, there are 
no implications for debt covenants, bonuses, polit- 
ical costs, etc. If a manager believes EMH he or she 
will say so, because the reason is both true and 
publicly acceptable. If a manager does not believe 
EMH he or she will not state it because believing 
EMH strengthens the lobbying stance. The lob- 
bying model implies that if no explicit statement 
about EMH is given then the manager can be 
coded as ‘not believing EMH.” But we are not 
willing to measure BEMH in a context in which 
managers that do not believe EMH have no incen- 
tive to reveal it. So we exclude comment letters 
from ‘successful efforts’ firms from our sample. 


Measuring the Intensity of Lobbying Position (L) 

In this study Intensity of Lobbying Position (L) 
proxies for all lobbying activity of the firm about 
FAS19. The extent of the lobbying effort will 
depend upon management’s assessment of the net 
costs imposed upon them by FAS19 and of the 
probability that their lobbying activity will affect 
whether FAS19 is implemented. Lobbying activity 
should rise with both the net cost and the proba- 





*In fact, only two of the 33 firms that lobbied for FAS19 said 
that they believed EMH. The others were silent about EMH. 
This implies that most of them do not believe EMH. 


Classification of Reasons Given by Managers Lobbying Against FAS19 


‘Measurement of BEMH is discussed later in this sub-section. 
2Thirty-three firms are analysed in this table. The reason results for 33 firms rather 
than all 47 firms are given is discussed later in this section. 
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Firms Mentioning 


the Reason Classification? 
ae of Reason 
85 A, U 
73 A, U 
6 A, V 
12 A, V 
15 A, V 
0 UA, V 


bility assessment. It might be argued that lobbyists 
against FAS19 would overstate their preferences 
against FAS19 because it increases the likelihood 
of defeat at little or no cost to the managers. But 
whether people misstate their preferences in deci- 
sion making contexts is an empirical question. 
Smith (1980) cites laboratory experiments, con- 
trolled field experiments, and actual field experi- 
ence that indicate that misstatement of preferences 
in the context of collective decision making is not 
a pervasive problem. 

In addition, we can examine the content (face) 
validity of our measure of L. This involves using 
judgment to assess the validity of the measure. If 
a high percentage of managers find overstatement 
of their lobbying position costless, then most com- 
ment letters will be classified as strongly against 
FAS19. If we observe otherwise, then we have 
some evidence that our measure of lobbying activ- 
ity has content validity. We use two different 
measures of L in this study, based upon the coding 
rules described below, i.e., LF and LM. As the first 
two rows in Table 2 show, 43 percent and 60 
percent of the respondents using the LF and LM 
measures respectively lobbied strongly against 
FAS19. Thus, in our judgment, the measures of L 
have content validity. 

Operationally, we use content analysis of com- 
ment letters to determine whether firms using full 
cost accounting for oil and gas exploration are 
against, or strongly against FAS19. Holsti (1969, 
p. 14) defines content analysis as: 


any technique for making inferences by objec- 
tively and systematically identifying specified 
characteristics of the messages. 


As applied, content analysis involves defining a 
construct and then measuring it by systematically 
classifying references to it in a message. The most 
objective versions of content analysis involve 


Wave - 0 e a A 
t a 5: 
? n . “sy ~? an 
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Table 2 


counting forms of expression (Carney, 1972, pp. 
178-1791. Such counting is a routine task and 
involves little judgment by the observer. This type 
of content analysis is called ‘form oriented’, as 
opposed to “meaning oriented’. Meaning oriented 
analysis, where more judgment by the observers 
regarding the message is used, may be more useful, 
despite decreases in objectivity of the measure- 
ment. For example, the importance of an issue to 
a totalitarian government might be measured by 
counting inches of type devotec to the issue in the 
controlled press (form oriented measure), or by 
analysinz what has been said (meaning oriented 
measure). When judgment (more subjective mea- 
surement) is used, it is traditional to examine the 
reliability of the measure by-using a panel of 
judges, Le., by having more than one judge inde- 
pendently classify the message (Carney, 1972, p. 
183). It also is common to use both form and 


meaning oriented measures, because if the findings . 


converge the validity of the measure increases. 
In this study, we use both a ‘form oriented’ 
(objective) and a ‘meaning oriented’ (subjective) 
measure of the Lobbying Position. Each method 
sorts the common letters intc two levels of in- 
tensity, i.e., against or strongly against FAS19. 
Our ‘form oriented’ measure is constructed by 
classifying comment letters according to whether 
qualifiers (adverbs, adjectives, etc.), indicating a 


Descriptive Statistics for Variables Used in the Construct Validity Test of BEMH 


No. of 
Variabie'? Observations Mean Standard Deviation 
1. Intensity of 
lobbying position: 
form oriented 
measure (LF) 47 0.43 0.50 
2. Intensity of 
lobbying position: 
meaning oriented 
measure (LM) 47 0.60 0.50 
3. Beliefs about 
EMH (BEMH) 47 0.89 0.31 
4. Bonus (B) 33 0.30 0.47 
5. Percentage change in 
owner’s equity 22 21% 22/5 
6. Size (assets) 33 $1,118 million $1,591 million 
. Debt/Equity ratio = 36 0.92 0.70 


Variables LF, LM, BEMH, B, all are coded as zero or one. Thus, the mean reported above (e.g., 0.43 for 
LF) indicates that 43 percent o? the lobbying positions were coded as one. 
Only 47 of 58 ‘full cost’ comment letters were used because nine firms gave no reason for their lobbying 
- position and two letters were from associations of firms. The number of observations varies across variables 
because information was not available for several firms which were subsidiaries or private firms. Also, some 
firms did not provide information about the estimated effect of FAS19 (percentage change in owner’s equity). 
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strong position, were used when stating opposition 
to FAS19. For example, Argonaut Energy Cor- 
poration said: ‘we feel the consequences are so 
grave... Argonaut was classified as strongly 
against FAS19. Our ‘meaning oriented’ measure 
was judged by two different persons, one an MBA 
student and the other a senior undergraduate at 
Tulane University’s School of Business Adminis- 
tration. They reviewed 47 firms, and only differed 
on three.'® Thus, interjudge agreement was quite 
high. The form oriented measure resulted in 20 
firms (43 percent) being classified as strongly 
against FAS19. For the meaning oriented measure 
the figure was 28 firms (60 percent). The judges 
thought that eight more firms should be classified 
as strongly against FAS19, based upon the text 
of the comment letters. The authors also classified 
the comment letters using the meaning oriented 
measure and they concurred with the judges. 


Holsti measures interjudge agreement with the following 
calculations: 
(Composite Reliability) 
N x (Average Interjudge Agreement) 
ar -+ (N — 1} (Average Interjudge Agreement) 


where average interjudge agreement is the average of pair-wise 
agreement between judges and N is the number of judges. This 
measure is 0.96 in our case. 


—— a 
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Operational Measures of BEMH 


Content analysis conducted by the authors was 
used to measure BEMH. Three measures were used 
to ensure that results are robust across mea- 
surement techniques. The three methods differ 
regarding the likelihood of misclassification, given 
the comments of the managers. Conservative 
methods generated samples that are subsets of 
those generated by less conservative methods. 

For all three measures, if the manager did not 
mention that FASI9 caused financing problems, 
then the manager was coded as believing capital 
markets are efficient. Justification of this coding is 
provided in the discussion above of the lobbying 
model and BEMH. The form oriented measure, 
which we label ‘Mechanistic’, codes the manager as 
believing markets are inefficient if the manager (a) 
explicitly stated accounting numbers are used 
mechanistically (not adjusted), (b) explicitly men- 
tioned financing problems, and (c) made no men- 
tion of contracts written in terms of accounting 
numbers. Nineteen firms are included in this sam- 
ple. The first meaning oriented coding rule used the 
same criteria as above for coding, except that 
requirement (a) (an explicit mechanistic statement) 
was dropped. This allowed classifications of 14 
more firms. We label the resulting 33 firm sample 
as ‘Financial’.!!' The second meaning oriented 
coding rule uses judgment to code the remaining 
14 firms. We label the resulting 47 firm sample as 
‘Judgment’. Figure 1 provides an overview of these 
samples. 


V Results: the relationship 
between intensity of lobbying 
positions and beliefs 

about EMH 


In this section we explain how controls were 
measured and give univariate and multivariate 


results for tests of the relationship between BEMH 


and L. 


Controls 


The existence of bonus plans (Bonus) was docu- 
mented by using proxy statements filed with the 
SEC. If the proxy statement explicitly states that 
the Bonus is tied to accounting numbers, then 
B = 1. For example, Alaska Interstate was coded 
as B= | because its bonus fund cannot exceed 10 
percent of the previous year’s pre-tax net income. 
If no accounting number is explicitly mentioned, 
B is coded as zero. Thirty percent of the firms 





''See the Appendix for examples of comments used for 
classification of these 33 firms. 
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had bonus plans tied to accounting numbers (see 
Table 2).” 

_ Size is measured by total assets. Only eight firms 
had assets greater than one billion dollars. Thus, 
most firms in the sample are not large integrated 
producers (see Table 2). | 

The debt/equity ratio (D/E) was taken from the 
financial statements where debt includes short- 
term as well as long-term liabilities. The mean for 
D/E is 0.92 (see Table 2). 

Percentage Change in Equity is used as a mea- 
sure of the effect of FAS19 on accounting num- 
bers. Percentage change in Equity is calculated as 
(EPC ES®/E*°) where T is an annual financial report 
date, and EFS and EF are the full cost and 
successful efforts measures of equity. The SEC 
required that firms estimate and disclose the effect 
of FAS19 on equity and earnings in their Form 
10-K reports. The mean change in equity for the 
firms in our sample that provided estimates was 21 
percent, with nine firms below 15 percent and eight 
firms above 26 percent (see Table 2). 


The Univariate Relationship between Intensity of 
Lobbying Position (L) and Beliefs about EMH 
(BEMH) 


We tested both the univariate and multivariate 
relationships between lobbying position and expla- 
natory variables using probit analysis.” We did 
this because ordinary least squares and discrimi- 
nant analysis present a variety of problems stem- 
ming from the binary nature of the dependent 
variable (Judge et al., 1980). Probit analysis avoids 


these problems and makes parametric tests possi- 
ble. 


This measure of bonus contract incentives ignores the 
subtleties of those contracts. First, if bonuses are normally a 
small portion of the compensation, then bonus contracts should 
be less important than otherwise. If this ‘importance’ dimension 
is randomly related to BEMH then noise is created and the 
probability of Type II error regarding the significance of the 
coefficient of BEMH is increased. Alternatively, if the ‘im- 
portance’ dimension and BEMH are positively correlated, then 
the probability of Type I error regarding BEMH may be 
increased. Second, Healy (1983) indicates that managers manip- 
ulate income through accrual selections to maximise bonuses. 
FAS19 decreased the mean and increased the variance of net 
income for growing and/or immature firms. For contracts with 
lower bounds upon bonuses as a function of income, high 
variance may result in a higher expected present value for 
bonuses, since losses may cause the undiscounted sum of 
bonuses over time to be larger due to the off-setting good years. 
Thus, it is possible that some managers with bonus contracts 
preferred FAS19, and are improperly classified by our bonus 
measure. Once again, the effect upon Type I and Type II errors 
for hypothesis tests about BEMH depends on whether any 
misclassifications are random relative to BEMH. Clearly, a 
more subtle measure of bonus contract incentives is preferable, 
but such a measure is beyond the scope of this study. 

The univariate results using probit are similar to those 
generated using Fisher’s Exact Test and the Wilcoxon Test, as 
appropriate. Thus, we do not report the latter results. 
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Figure 1 


Three Measures of BEMH Based on Different Samples 


Mechanistic 


Firms classified! 
as believing EMH 5 


Other firms 


14 firms 
mentioning 
mechanistic 
behaviour, 

financing 


problems, 


and not 


mentioning 


contracts 
No. of firms in sample 19 


Percentage that do 
not believe EMH 


14/19 == 74% 


Financial Judgment 


5 | 5 


28 firms 42 firms 
mentioning mentioning 

financing or implying 

problems financing 

and not problems 
mentioning 

contracts 


33 47 


28/33 = 85% 42/47 = 89% 


"Managers of these firms were classified as believing EMH because they did not 


mention financirg problems. 


Univariate results are in Tasle 3. The last four 
variables are control variables. Results are given 
for both form and meaning oziented measures of 
lobbying position and BEMH. Missing data cause 
variation in the number of observations across 
variables. Bonus has the wrong sign for the form 
oriented measure of lobbying position, but has the 
correct sign for two of the meaning oriented 
measures. The variable is insignificant for both 
measures. Percentage change in equity usually has 


Table 3 





the wrong sign. The variable is insignificant except 
in one case, and observations were available for 
less than half the sample. Both D/E and Size have 
the hypothesised sign across both measures of 
lobbying position. Size is significant once for both 
lobbying position measures, and D/E is significant 
once for the form oriented measure. 

Finally, BEMH has the expected sign and is 
significant using the meaning oriented measure of 
lobbying position, regardless of which measuring 


The Relationship between Intensity of Lobbying Position and Selected Explanatory Variables: 


Univariate Probit Analysis 


Meaning Oriented Measure of Lobbying Position (LM) 


Type of BEMH Measure 
Independent Variables 


. Beliefs about EMH 
. Bonus 
. Percentage change 
in equity 
. Debt/equity ratio 
. Size 23 


‘Financing’ 


No. of Obs. t statistic 


2.05* 
1.03 


—0.36 
0.72 
1.24 


No. of Obs. 


‘Mechanistic’ ‘Judgment’ 
t statistic No. of Obs. 
19 1.80* 47 
11 —0.05 33 


t statistic 


1.93* 
0.31 


7 0.19 23 
1] 1.26 36 
1] Lo 36 


—0.85 
1.00 
0.86 


Farm Oriented Measure of Lobbying Position (LF) 


Type of BEMH Measure 
Independent Variables 


. Beliefs about EMH 

. Bonus 

. Percentage change 
in equity 

. Debt/equity ratio 

. Size 


‘Financing’ 


Nc. of Obs. t statistic 


1.23 
—0.14 


— 1.46* 
0.80 
1.18 


*Stat:stically significant at the 0.1 level or higher. 


No. of Obs. 


‘Mechanistic’ ‘Judgment’ 


No. of Obs. t statistic 


1.08 
—1.17 


t statistic 


19 0.72 
l1 —0.13 


— 0.90 
1.89* 
1:52* 


T —0.81 
11 1.13 
I] 1.00 
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Table 4 
Multivariate Probit Results: t statistics 


Meaning Oriented Measure of Intensity of Lobbying Position (LM) 


Type of BEMH' Measure ‘Financial’ ‘Mechanistic’ ‘Judgment’ 

Independent Variables Control Control Model Control Control Model Control Control Medel 
Model + BEMH Model + BEMH Model + BEMH 

t t t t t t 

1. Debt/equity 1.00 LIS 

2. Size 1.24 1.44? 1.56" 1.90° 

3. BEMH 2.13° 1.678 1.70° 

Other Information 

1. No. of Obs. 23 23 l1 11 36 


2. x’ statistic 5.00° 20.05° 1.21 8.39° 3.01° 10.11° 


















Form Oriented Measure of Intensity of Lobbying Position (LF) 


Type of BEMH Measure ‘Financial’ ‘Mechanistic’ ‘Judgment’ 
Independent Variables Control Control Model Control Control Model Control Control Model 
Model + BEMH Model + BEMH Model + BEMH 
t t t t t t 
1. Debt/equity l 1.13 1.50° 1.61" 1.73° 
2. Size 1.18 1.44? 1.33* 1.37? 
3. BEMH 1.28 1.15 1.28 
Other Information 
1. No. of Obs. 23 23 l1 11 36 36 
2. yx? statistic 3.51 5.82" ce 5.51” lP 9,38° 


'BEMH = Beliefs about EMH. 
*t is the t statistic. 
‘significant at 0.1 level. “significant at 0.05 level. ‘significant at 0.01 level. 


Table 5 
Correlation Coefficient Matrices 
‘Financial’ 
LM LF BEMH ZE 
0.690 
0.383 0.216 
— 0.085 —0.365 0.047 
0.224 — 0.030 0.038 0.272 
0.293 0.327 9.014 — 0.194 
0.149 0.167 — 0.169 — 0.033 


‘Mechanistic’ 
LM LF BEMH AE 


— 0.054 

0.039 0.388 
— 0.183 — 0.378 
--0.396 — 0.183 


‘Judgment’ 
BEMH ZE 


0.028 
0.043 
0.004 
-0.092 
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technique is used for BEMH. For the form ori- 
ented measure of strength of lobbying position 
BEMH has the correct sign but is insignificant. 


Multivariate Results 


Table 4 contains multivariaze probit results for 
the six versions of the lobbying model which result 
from two different measures o7 Lobbying Position 
and three of Beliefs about Capital Market 
Efficiency. Two equations are presented for each. 
The first represents a lobbying model based upon 
the controls identified from pzevious studies. The 
second represents a model witk BEMH included as 
an explanatory variable. In both cases, the model 
chosen for presentation is the one in which all 
independent variables have the hypothesised sign 
and the control variables are (with one exception) 
significant at the 0.15 level. This criterion for 
inclusion eliminated Bonus and Percentage Change 
in Equity from all equations. Across runs, Bonus 
usually aad the wrong sign it the form oriented 
measure of lobbying position was used and was 
insignificant. For the meaning oriented measure, it 
had the correct sign across runs, but was significant 
only once. As Table 2 shows. the missing obser- 
vation problem was large for these two variables, 
so conclusions about their role are tentative at best. 
Size has the correct sign across all models exam- 
ined in this study, and usually ss significant or quite 
close to significant. D/E has the correct sign in a 
univariate context, but somet.mes has a negative 
sign in multivariate models that include size. 
Although those results are not presented here, they 
may be explained by the collinearity between Size 
and D/E. However, as Table 5 shows, in general, 
collinearity problems are not large, except when 
the form oriented measure of BEMH for the 
sample of 19 firms is used. 

The results reported in Table 4 indicate that Size 
and D/E play their hypothesised roles in the con- 
trol model predicting Lobbying Position, and thus 
these results are consistent wizh existing literature 
on FAS19. The exception is that Bonus does not 
predict Intensity of Lobbying Position. When 
BEMH is added to the control model it has the 
expected sign. Using the mean-ng oriented measure 
of lobbving position, BEMH is significant at the 
0.10 level for every type of measure of BEMH. 
Using the form oriented measure, BEMH is 
significant below the 0.15 lerel for each type of 
measure of BEMH. And all six lobbying models 
are significant at the 0.05 level, as the x’ statistic 
indicates."* 


The robustness of the results in Table 4 has been checked 
using the jackknife procedure (Effrom 1983). The coefficient for 
BEMH was robust, with significance levels equal to or lower 
than those in Table 4. Results were less robust for Size and D/E, 
with higher significance levels in some cases. There were no 
reversals :n signs. The sensitivity of the results to the measure- 
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In our opinion, the meaning oriented measure of 
Intensity of Lobbying Position best measures that 
variable, and the meaning oriented capital market 
measure labeled ‘Financial’ using the 33 firms best 
measures BEMH. But the results are robust across 
all six versions of the lobbying model. Thus, our 
measure of BEMH has construct validity. This 
measure of construct validity differs from other 
studies in that observed economic behaviour has 
been the core of the validity test. 


Do Managers Believe Capital Markets are 


Inefficient? 


In this study, we have measured BEMH in 
different ways. The first way required that a man- 
ager state in a comment letter on the exposure 
draft of FAS19 that accounting numbers are used 
mechanistically by investors and that their firm’s 
cost of capital will be affected by FAS19 as a result. 
Seventy-four percent of the managers of firms in 
that 19 firm sample do not appear to believe EMH 
(see Figure 1). Using less strict coding rules to 
admit firms into the sample, we find that 85 percent 
of those in the ‘Financial’ sample and 89 percent 
in the ‘Judgment’ sample do not appear to believe 
EMH. Thus, our results indicate that a large 
percent of those managers who prepared comment 
letters to the exposure draft of FAS19 do not 
believe EMH. However, this study cannot be used 
to infer beliefs of all managers about capital mar- 
kets. In fact, because the sample we have examined 
excludes all managers of oil and gas firms who did 
not lobby against FAS19, we expect our measure- 
ments to overstate the percent of all managers who 
believe capital markets are inefficient. 


VI Summary 


This study provides evidence that many manag- 
ers who lobbied FASB against FAS19 do not 
believe the Efficient Markets Hypothesis (EMH). 
In conjunction with other studies, this is additional 
evidence that a non-trivial portion of managers 
believe capital markets are inefficient. 

The approach used in this study was to relate the 
Intensity of the Lobbying Position taken in com- 


ment of size was examined by using the logarithm of assets in 
place of assets. The results below show that BEMH is not as 
significant when the logarithm of assets is used to measure size. 


Approximate Significance 
Levels for BEMH 


LM LF 
Log Log 
Type of BEMH Measure Assets Assets Assets Assets 
Financial 0.01 0.12 O11 0.17 
Mechanistic nat ma. n.a. n.a. 
Judgment 0.05 0.06 0.11 0.14 


n.a. = not applicable 
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ment letters by ‘full cost’ firms lobbying against 
FAS19 to various measures of beliefs about EMH, 
after controlling for other incentives to lobby 
FASB about FAS19. This approach has three 
useful characteristics compared to previous ques- 
tionnaire research. First, controlling for incentives 
to misrepresent beliefs enhances the validity of the 


measure of beliefs about EMH. Second, a con- 


struct validity test of the beliefs measure relates 
beliefs to an action. Third, use of comment letters 
rather than a questionnaire may result in less 
respondent measurement error, because the com- 
ment letters may be a less obtrusive measure. 
Multiple measures of both beliefs about EMH and 
Intensity of Lobbying Position are used to decrease 
the chance that our results are the result of 
misinterpreting managers’ comments. 

If the results of this and related studied are 
correct, and if managers act upon their beliefs 
about EMH, then accounting standard setters like 
FASB should expect that manadatory standards 
will affect the investment, production, and financ 
ing decisions of firms. : 
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Appendix 
Firms in the ‘Financial’ Sample and Quotations Used to Classify Managers’ Beliefs about EMH 


N.B. In many cases, the quotation is just one of several that might be used. In a few cases, the quotations are from comments 
about the Discussion Memorandum. This occurred when the comment of the Exposure Draft referred to the Discussion 


Memorandum comment. 
Firm Name 
i. Alaska Interstate Co. 


Quotation 


.. Insurance companies ... prohibited from legally lending to or making 


investments in companies that do not have a history of attaining 
specific minimum debt coverage ratios... 


2. Amarex, Inc. 


(No quotation implying that the manager believes markets are 


inefficient.) 


3. American Natural Service Co. 


...and investors and potential investors would... be misled by a com- 


parison of reported income into believing that the established company 
was performing more profitably... 
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17. 


18. 


32, 
33. 


. Andarko Production Co. 

. Argonaut Energy Corp. 

. Arkansas Louisiana Gas Co. 
. Belco Petroleum Corp. 

. C. F. Industries 


. Carolina Pipeline Co. 


. Consumers Power Co. 


. Dixel Resources, Inc. 


. Energy Ventures, Inc. 
. Ensearch Corp. 


. Forest Oil Corp. 


. Home Oil Co., Ltd. 
. Husky Oil, Ltd. 


Hytech Energy 


Mesa Petroleum Co. 


. Mid American Oil and Gas, Inc. 


. Mitchell Energy and Development “orp. 


. N.C. Natural Gas 


. Natomas Co. 


. Nelson Petroleum 

. Nicor Exploration 

. Northwest Energy, Inc. 

. Orange and Rockland Utilities, Inc 
. Pacific Petroleums, Ltd. 

. Pend Ortelle Oil and Gas Co. 

. Pennzoil 


. South Jersey Exploration 


. Tenneco, Inc. 


Texas Oil and Gas Corp. 


United Energy Resources, Inc. 
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.. as earnings are reduced security prices will likewise suffer as earnings 


multiples are often used as criteria for investment. 


... will be forced to report nonprofitable operations, will impede, if not 


deny, access of our company to the capital market. 


.. Impairment of the availability of financing... 
.. To the extent that successful efforts accounting by both lowering 


reported earnings...and reducing the stability...of earn- 
ings . . . reduces the market value of the shares of such companies... 


.. the proposed reporting would not reflect economic realities and would 


create substantial financing problems. 

However, companies are evaluated...for debt and equity capital 
requirements, based to some large measure on the reported earn- 
ngs... 

(No quotation implying that the manager believes markets are 
inefficient.) 

The general investing public and many of the most sophisticated 
investors will be unable, or unwilling, to accurately perceive that a 
company reporting net losses, or low yield is, in fact, rapidly expanding 
its asset base and future revenues. 

(No quotation implying that the manager believes markets are 
inefficient.) 


.. will... create uncertainty in the market-place and adversely affect the 


ability to attract capital. 

Our experience convinces us that the company’s ability to borrow 
funds and sell equity securities would have been substantially reduced 
if the full cost method had not been generally accepted. 

a substantial reduction in previously reported assets,..., could deter 
many investors from allocating debt or equity funds to the industry. 


.. could experience extreme fluctuations in their earnings from year to 


year... We believe that an erratic earnings record would have a 
significantly detrimental effect on a company’s ability to raise capital. 
We can oppose... because we believe its effect will be to mislead 
investors and creditors... drastic swings in profits and losses... can 
only have a detrimental effect on the supply of financing available to 
such companies... 


... Small and medium sized independent companies such as Mesa would 


be at a disadvantage competing with major oil companies in the capital 
markets, 

Such accounting will also put a smaller company in a poor competitive 
position with large companies with respect to the investment commu- 
nity since a larger company will not have such cyclical results. 

(No quotation implying that the manager believes markets are 
inefficient.) 


.. However, companies are evaluated in the marketplace for debt or 


equity capital requirements based to some large measure on the 
reported earnings and net worth of the company. 


...by forcing young exploration oriented companies to report lower 


earnings,...,thus making it more difficult to raise money in the 
capital markets. 

The smaller independents will report erratic earnings, which will make 
it difficult to obtain both equity and debt. 


.. will be at an extreme disadvantage due to lower net income... being 


reported to the equity capital market. 

Such earning fluctuations may very well restrict access to capital 
markets... 

(No quotation implying that the manager believes markets are 
inefficient.) 


.. would cause disruptions in the securities market, leading to a reduction 


in capital available for exploration. 
This contradicts, of course, your findings with respect to the small 
company’s ability to raise capital. 


.. will significantly hamper smaller companies and their access to capital 


markets. 


.. must rely on equity financing. Typically, as in our case, the equity 


market is composed of a relatively large number of small investors, 
with few, if any, institutional holders. These small investors are 
unsophisticated in the subtleties of various accounting systems and 
their effects on earnings. 


.. their ability to issue additional amounts of long-term debt will be 


severely restricted. 


.. adoption of full cost accounting has significantly aided the company’s 


growth since that time by aiding in the capital formation process. 
We believe that the full cost method will aid in our financing. 
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School Accounting Qualifications and 
Student Performance in First 
Level University Accounting Examinations 


F. Mitchell 


Introduction 


School accounting qualificat.ons, although ac- 
cepted by the Universities’ Central Council on 
Admissions for student selection, are not generally 
required as a condition of entry to UK university 
degree courses in accounting. Consequently, UK 
first level university accounting courses may con- 
tain a substantial proportion of students who have 
already studied the subject at school together with 
those who have had no prior exposure to it. This 
paper contains the results of a study of the effect 
which the possession of szhool accounting 
qualifications had on students’ first leve] university 
accounting examination performance. 


Previous research 


Previous research on this topic largely supports 
the notion that accounting taken at school is an 
influential factor in determining the pattern of 
student performance on first l2vel university ac- 
counting courses. 

Smith (1968) found that students who had taken 
bookkeeping at school did signiticantly better in all 
assessments during their first university accounting 
course. Jacoby’s (1975) stucy indicated that 
students with school bookkeeping achieved 
significantly better results than. the others during 
their earlier course assessments. However this 
benefit did not endure and :n the subsequent 
assessments those with no previous exposure to the 
subject produced the better results. Baldwin and 
Howe (1982) discovered student performance 
which, although similar in pattern to that evident 
in Jacoby’s study, was not sufficiently differenti- 
ated between the two types of student to be 
statistically significant. Finally Bergin (1983) found 
that school accounting gave students a significant 
early advantage in both computational and con- 
ceptual assessments. This adventage disappeared 
in later assessments leaving no significant differ- 
ence in student results in the end of course 
examination. 

As all of the above studies were conducted in the 
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USA the direct applicability of their results to 
the UK situation is questionable. Apart from the 
broader cultural variations in educational environ- 
ments some specific practical differences in 
accounting education are apparent from these 
studies. First, in all but the last of the studies the 
term bookkeeping is used to describe students’ 
exposure to the subject at school. In the UK the 
school syllabus goes beyond what may reasonably 
be described as purely bookkeeping.' Second, the 
first level accountancy courses from which data 
were gathered lasted for only one semester and, in 
at least the latter two studies, involved only 
financial accounting. They are thus considerably 
shorter and narrower in scope than the typical, full 
academic year introductory course offered to UK 
undergraduates. Third, the course assessments 
contained multiple choice questions which are 
much less common in the UK. 

The aims of this study are to replicate, within a 
UK context, previous research on the basic ques- 
tion of whether school accounting is beneficial to 
students and to extend the enquiry in a way which 
might improve the predictive value of the results. 
This extension involves testing the significance, for 
student performance, of both the level to which 
accounting was studied at school and the absence 
of continuity in school/university accounting 
study. 


Description of the study 


The 1983-84 first level accounting class at the 
University of Edinburgh was used for this study. 
The course offered to this class consisted of three 
lectures and one tutorial (each of one hour 
duration) per week over three terms. An outline 


'For example the Scottish Certificate of Education Higher 
Grade Accounting syllabus includes the following topics: the 
preparation of profit and loss accounts, balance sheets and 
flow of funds statements; the use of periodic financial accounts 
by shareholders, creditors and employee representatives; the 
relevance of main accounting ratios; product costing systems; 
cost analysis for planning and control. 
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Table 1 
Accountancy Course 
Structure 


TERM I 
Introductory 
Financial 
Accounting 
9 teaching weeks 


TERM 2 
Introductory 
Managerial 
Accounting 

9 teaching weeks 


CLASS 
EXAMINATION 
(Week 10) 


TERM 3- 
Use & Analysis of 
Accounting Information 
5 teaching weeks 


REVISION PERIOD 
3 weeks 
DEGREE 
EXAMINATION 
(Week 9) 





of the basic course structure and incidence of 
examinations is provided in Table 1. 

There is no reason to suggest that the course was 
atypical of those on offer in the UK. Both the 
course and the examinations are subject to the 
review of an external examiner and have received 
accreditation by the Board of Accreditation of 
Educational Courses as part of those degrees 
offered by the University which are deemed rele- 
vant for subsequent professional accounting 
qualification. Each of the two examinations had a 
50% weighting in the students’ overall assessment. 
The class examination (three hours duration) cov- 
ered the first two terms’ work and contained six 
computational questions of which candidates had 
to do four. The degree examination (three hours 
duration) was based on the work of the whole year 
and contained eight essay questions (four of which 
had to -be attempted) primarily covering the 
conceptual aspects of the course. 

The results of the 270 students who sat both 
examinations were used in the study. The marks of 
repeat students (n= 7) and those droppitig out 
during the course (n = 9) were excluded from the 
analysis. Student application forms which are sup- 
ported by the relevant pass certificates were used to 
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determine that 168 students (62%) had no school 
accounting qualifications while the remaining 102 
students (38%) had obtained the qualifications 
shown in Table 2. 

The situation described above provided the 
opportunity to test three hypotheses on the 
relationship between school accounting qualifi- 
cations and first level university accounting exam- 
ination performance. The null paola are 
presented below. 


Hypouiests | Relating to the possession of a 
school accounting qualification. 
Students who have gained a school 
accounting qualification will not 
achieve significantly different exam- 
ination marks from those with no 
school accounting qualifications. 
Relating to the standard of the 
school accounting qualification pos 
sessed. 

Students who have obtained a iiher 
grade school qualification in ac- 
counting will not achieve significantly 
different examination marks than 
those who have obtained an ordinary 
grade school qualification. 

Relating to the continuity of ac- 
counting study between school and 
university. 

Students who have obtained a school 
accounting qualification in the year 
immediately preceding their first 
level university accounting course 
will not achieve significantly different 
examination marks than those who 
have obtained their school accounting . 
qualification one year prior to taking 
their first level accounting course. 


Hypothesis 2 


Hypothesis 3 


As the student samples used were independent 
(not matched pairs) and of differing sizes and the 
data measurement scale was at least ordinal, a two 


Table 2 
School Qualifications in Accounting held by 
Members of the Class 


_ Scottish Certificate of Education— 
— Ordinary Grade 
Scottish Certificate of Education— 
Higher Grade 
General Certificate of Education— 
Ordinary Level 
General Certificate of Education 
Advanced Level 
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sample, two tailed Mann-Whitrey test was used to 
test these hypotheses. 


Results 


Hypothesis 1 Section A of Table 3 contains the 
results of the Mann-Whitney test on the total class. 
The null hypothesis is not rejected in respect of 
their degree examination marks but is rejected for 
the class examination. Given tne direction of the 
difference in median marks it can be concluded 
that students with a school accounting 
qualification generally scored more highly than the 
others in the computational class examination. The 
results of the two groups of students were not 
significantly different in the qualitative degree ex- 
amination. 

Sections B and C of Table 3 show the results of 

further Mann-Whitney tests conducted to ensure 
that the above results were not unduly influenced 
by the high proportion of accounting ‘majors’ 
(those students intending to study accounting for 
at least three years) among those with school 
accounting qualifications. These additional test 
results indicate that the possession of school ac- 
counting qualifications proved to be similarly 
beneficial to both the accountancy ‘majors’ and the 
accounting ‘minors’ (those requiring only one 
course in accountancy) in the class. 
Hypothesis 2 This hypothesis was tested by com- 
paring the examination scores of those students 
possessing passes in the Scottish Certificate of 
Education in Accounting at Higher and at Ordi- 
nary Grade. The results, giver in Table 4, show 
that in the quantitative class examination those 
students with a Higher Grade pass achieved 
significantly better marks then those with the 
Ordinary Grade qualification. In the degree exam- 
ination no statistically significant difference was 
apparent in the marks of the two groups although 
it was surprising to find a higher median mark for 
the Ordinary Grade students. This may have been 
due to these students making greater efforts for the 
degree examination to compensate for their rela- 
tively poorer performance in the class examination 
and so ensure an overall pass in the course. 

The markedly poorer performance of those stu- 
dents with Ordinary Grade accounting in the class 
examination prompted a further test to ascertain if 
they had, in fact, shown a relative advantage over 
those with no school accountng. The following 
additional null hypothesis wes therefore tested 
with the results as shown in Table 5. 


Students who have obtained an Ordinary Grade 
school accounting qualification will not achieve 
significantly different examination results than those 
with no school accounting qualifications. 

The results indicate that Ordinary Grade school 
accounting provided no statistically significant 


0.05 
0.05 
0.05 


— 
— 
— 
—_— 
— 


Results of Mann-Whitney 
test of significance 
Reject Hy, p < 0.0006 
Cannot reject Hy at p 
Cannot reject Hy at p 


Cannot reject Hy at p 
Reject Hy, p < 0.0007 


Reject Hy, p < 0.0001 


Standard 
Deviation 
15.77 

9.35 
15.96 
9.37 
15.30 

8.92 


accounting qualifications 
Median 
Mark (%) 

51.5 
55 
55 
55 
49 
58 


Students with no school 


168 
97 
71 


No. of 
Students 


Standard 
Deviation 
14.10 

9.58 
14.66 
9.18 
12.03 
10.99 


Students with school 
accounting qualifications 
Median 
Mark (%) 

65 
55 
65 
55 
65 
54 


102 
81 
21 


No. of 
Students 


Test Results of Hypothesis 1 
Section 

Class Examination 
Degree Examination 

B Accounting ‘majors’ 
Class Examination 
Degree Examination 

C Accounting ‘minors’ 
Class Examination 
Degree Examination 


A Total Class 


Table 3 
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basis for differentiating the examination perform- 
ance of students. The rejection of Hypothesis 1 in 
relation to the class examination may therefore be 
attributed solely to the possessicn of Higher Grade 
school accounting. 

Hypothesis 3 Since the Ordirary Grade school 
qualification had no significant effect on student 
performance, this hypothesis was tested by com- 
paring the examination marks of those students 
who had obtained the Higher Grade qualification 
in 1983 (the year immediately preceding the univer- 
sity accounting course) with those who had ob- 
tained the same qualification in 1982. As relatively 
few students (n = 9) had obtainad a Higher Grade 
qualification in 1981 or before, zhey were excluded 
from the test. The results, given.in Table 6, do not 
reveal any significant benefit ror those students 
who had continuity between their school and 
university study in accounting. 


Conclusions and discussion. of results 


The results of this study are zonsistent with the 
view that it can be potentially rewarding for the 
first level university accounting student to have 
taken accounting to Higher Grade standard at 
school. In this case the benefits of school account- 
ing were evidenced only in the performance of 
candidates in the quantitative university exam- 
ination. It therefore appears that the main advan- 
tages of schoo! accounting for the university stu- 
dent derive from the extra experience and practice 
which school study provides ir the technical and 
computational aspects of the subject. Having taken 
accounting to Higher Grade level at school, a gap 
of one year before taking it up again at university 
did not materially diminish its beneficial effect. 

However it is possible that Higher Grade school 
accounting was not the only factor responsible for 
the pattern of results obtained in the study. The 
possession of a greater general numerical ability by 
those who had taken accountmg to this level at 
school (perhaps a motive for so doing?) could have 
contributed to the results (and could also account 
for the non-rejection of Hypothesis 3). Some evi- 
dence of this possibility was available as a number 
of students from the class Lad taken another 
quantitatively based subject—statistics.? The ex- 
amination marks which they obtained in this sub- 
ject were used to test the follow:ng null hypothesis: 


*This is a half course in the subject and is a requirement 
only for intending honours student: (although others fre- 
quently take it voluntarily). Those stucents who have obtained 
school qualifications in statistics are normally exempt from 
taking the course. 114 students from “he Accountancy 1 class 
had taken this course in session 1933-84. It is a practical 
course and the examination is primarily computational. 


Test Results of Hypothesis 3 


Table 6 


Results of Mann-Whitney 


Students with 1982 SCE 
Higher Grade school accounting 


No. of 
Students 


Students with 1983 SCE 
Higher Grade school accounting 


No. of 
Students 


test of significance 


Standard 
Deviation 


Median 
Mark (%) 


NES 
33 
<= os 
S 
ng 


Median 
Mark (%) 


0.05 


amast 
rene 


Cannot reject Hy at p = 0.05 
Cannot reject H, at p 


Class Examination 
Degree Examination 
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Table 7 
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Test Results from a Comparison of the Statistics: ‘Examination Marks of those with a Higher Grade School 
Accounting Qualification and those with no School Accounting Qualifications 


Students with Higher Grade 
school accounting 


No. of Median Standard No. of 
Students Mark (%) Deviation Students 
37 59 12.92 77 


Students who have obtained a Higher Grade school 


accounting qualification will not achieve significantly . 


different examination marks in statistics than those 
with no school accounting qualifications. 


The results, given in Table 7, lend support to the 
view that an underlying numerical ability may also 
have been influential in the student groups’ relative 
accounting class examination performance. 

The findings of this study are of relevance to 
university teaching staff. The indications are that 
those students with no previous accounting may 
need extra attention to avoid being unduly disad- 
vantaged in the practical aspects of the course. 
This could be achieved by alerting students to the 
problem and giving help, perhaps in the form of a 
pre-course programme of work and/or by the 
provision of supplementary lectures, tuition, exer- 
cises and tests during the course. The regular 
analysis of class results along the lines of this study 
would provide feedback on any such actions which 
are taken. 

The results of this study were derived from one 
specific first level university accounting course and 
indeed are also largely peculiar to the Scottish 
education system. They do however confirm the 
likely existence of a situation which is of concern 
to those involved with first level UK university 
accounting courses. Its extent can only be accu- 
rately gauged by replicative studies. In further 
research the data available may also permit more 
extensive analysis. For example, the effects of GCE 
school accounting could be investigated and the 
impact of school accounting qualifications on 


Students with no school 
accounting qualifications 


Results of Mann-Whitney 
test of significance 


Median Standard 
Mark (%) Deviation 
53 13.91 Reject H,, p < 0.003 


purely financial accounting assessments, on purely 
managerial accounting assessments, on drop out 
rates and on second level accountancy exam- 
inations could all be usefully explored. In addition 
the influence of numerical ability on practical 
accounting performance appears to merit further 
attention. 
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Current. Cost of a Quoted Long-term 
Liability: A Comment* . 


G. S. Archer and K. V. Peasnell 


Martin (1983) argues that the reporting of 
fixed-interest bearing liabilities; and the related 
interest expense in current cost financial statements 
on the basis of current market values and yields 
‘will produce misleading information with respect 
to operating performance, financial stability and 
capital maintenance’. The purpose of this comment 
is to take issue with these conclusions. 

Before considering in detai. the treatment of 
quoted long-term debt securities, Martin discusses 
the treatment of fixed assets in current cost ac- 
counting (CCA). This discussion obscures rather 
than clarifies his analysis of the issue of how debt 
should be treated. In particular, one point war- 
rants comment. This concerns his assumption 
(p. 194) that ‘It must therefore be an implicit 
assumption of CCA that if immediate replacement 
occurs the old asset will realise its book value’. He 
uses this assumption to concluce that ‘An upward 
current cost adjustment will be zequired only when 
immediate replacement would necessitate an out- 
lay in addition to the proceeds of sale to provide 
equivalent replacement services for the remaining 
life of the existing asset’. Fol.owing this line of 
reasoning, as the difference between the buying and 
selling prices of debt can be assumed to be negli- 
gible, the case for adjusting interest expense to a 
current basis appears to fall tc the ground. 

The trouble with Martin’s argument is that it 
assumes that CCA implies sa.e-and-replacement. 
However, the logic of valuatton under CCA is 
quite different. It is based on the notion of how 
much worse off the firm would be if it did not 
possess the asset it does, in fact, own. Valuation at 
replacement cost (RC) is indicated if (and only if) 
replacement is indicated in this situation. Valuation 
at resale price is indicated if the asset is about to 
be disposed of without replacement. These are 
mutually exclusive categories. We are unable to 
find support in the literature for the ‘implicit 
assumption of CCA’ on which Martin sets so much 
store. 

When Martin turns to the treatment of 
fixed-interest debt, his analysis is confusing. The 
choice he is examining is between accounting for 


*Thanks are due to P. W. Bell and Carrick Martin for 
helpful comments on an earlier draft. The usual caveat applies. 


the debt on the conventional basis of historical par 
values and coupon rates of interest, and account- 
ing for it on the basis of current market values and 
current rates of interest applied to those market 
values as propounded in Edwards, Bell and John- 
son (1979). For comparison purposes, Martin em- 
ploys a numerical example in which $10,000 par 
value five year debentures are issued at the begin- 
ning of 19X1 paying a 4% coupon, 4% also being 
the appropriate market rate then for instruments 
of this type. At the end of 19X3 the market rate 
jumps to 5%. A comparison of the historical and. 
current market bases of accounting for the de- 
bentures is provided in Table 1, which may be 
compared with Martin’s Table 2. 

The holding gain of $185.94 represents a real- 
isable cost saving, due to the prospect of paying 
interest of $400 in each year 19X4 and 19X5 
instead of $490.70 and $495.24 respectively. The 
current cost in 19X4 of $490.70 is the interest at the 
new rate of 5% which would have to be paid on 
$9,814.06, which is the amount the debentures 
could be redeemed for on 1 January 19X4; the 
19X5 figure of $495.24 is obtained in the same 
fashion, viz. 5% on $9,904.75, | 

Under the current cost approach, the firm’s 
current cost net income would be reported on the 
basis of the firm incurring interest expense at 
current market rates in 19X4 and 19X5; the real- 
isable cost saving would be reported as such when 
it occurred at the end of 19X3. The ‘value to the 
firm’ of the existing debenture issue at the end of 
19X3 is the value of not having to replace it. 

If it did occur, replacement strictly in kind would 
entail an issue having a par value of $10,000, a 4% 
coupon and 2 years to maturity, issued at a 
discount of $185.94, and thus having a net balance 
sheet value at issue of $9,814.06 (the same as the 
current cost value of the existing debentures). 
Interest expense plus amortisation of the discount 
would thus amount to $490.70 in 19X4 and 
$495.24 in 19X5 (the same as the current cost 
interest expense of the existing debentures). The 
current cost figures, therefore, ‘make sense’. This is 
obscured in Martin’s treatment because he assumes 
that replacement would be made by an issue 
having a par value of $9,814.06 and a 5% coupon, 
issued at par, resulting in interest expense for both 
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Table 1 
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Numerical Example of Valuation of Debentures when Interest Rate Rises from 4% to 5% 


Historical Values 
19X4 


19X3 
Debentures payable, end of year, 


par value 10,000 


Debentures valuation adjustment: 
Movement in year 


Balance, end of year 


Interest expense for year (400) 


Realisable cost savings for year 


(Brackets denote debits) 
Source; Derived from Martin (1983), Table 2, p. 195 





19X4 and 19X5 of $490.70. But what is the basis 
for such an assumption? If replacement is not to be 
strictly in kind, he might just as well have assumed 
replacement by an issue having, say, a par value of 
$9,906.16 and 4.5% coupon, issued at a discount of 
$92.10; and therefore offering a coupon of $445.78 
and current cost interest expenses of $490.71 and 
$492.95 in 19X4 and 19X5, respectively. The im- 
portant point, of course, one obscured by Martin, 
is that the recognition of gains (losses) on existing 
liabilities and their ‘realisation’ through paying 
lower (higher) than current interest over the re- 
mainder of the bond’s life should not depend upon 
actual replacement, either in kind or at the new 
rate.’ At any rate, no one to our knowledge has 
suggested that it should for assets. So why should 
it for liabilities? 

Where Martin is correct is in stating that the 
realisable cost saving of $185.94 is not part of the 
physical capital which needs to be maintained 
before current cost income is counted. It is an 
unrealised windfall gain which, economically 
speaking (assuming that operating income would 
be adequate to cover the current cost interest 
expense), could be distributed at the end of 19X3 
without impairing net physical capital. (If oper- 
ating income would not be adequate to do this, 
then prima facie the current cost value of physical 
capital has been over-stated.) It would thus be 
incorrect to enter this amount in a ‘capital mainte- 
nance reserve’. If it is considered unacceptable to 
include it in profit, because it is ‘unrealised’, then 
it may be entered in an unrealised surplus account. 

The issue to which Martin draws attention, but 


'We are indebted to Professor Philip Bell for clarifying this 
particular point. 


10,000 


(400) 


Current Market Values 


19X5 19X3 19X4 19X5 


10,000 10,000.00 10,000.00 10,000.00 


(185.94) 90.70 95.24 


(185.94) (95.24) Nil 


(400) (400.00) (490.70) (495.24) 


trenean omn aavan —— 


185.94 


which he fails to identify clearly, is the distinction 
between real surplus (the surplus after maintaining 
capital in real—in this case, real physical—terms) 
and realised surplus (the surplus that ts ‘realised’ in 
the accounting sense): an important distinction 
drawn by Edwards and Bell (1961). The $185.94 is 
part of the ‘real’ surplus, but not of the ‘realised’ 
surplus, arising in 19X3. 

The failure to recognise this distinction leads 
Martin into a non-sequitur. The fact that ‘there is 
no case for a capital maintenance adjustment [in 
respect of holding gains or losses] on long-term 
debt’? is not a reason to reject accounting for 
fixed-interest debt and the related interest expense 
on a current cost (i.e. market value and yield rate) 
basis. If interest expense is to be charged against 
current cost income, then consistency demands that 
the expense be computed and reported on a current 
cost basis. It makes sense from either a nominal or 
a (financial or physical) real capital maintenance 
perspective to credit the debenture valuation ad- 
justment of $185.94 to net current cost income for 
19X3; in which case credits (of $90.70 and $95.24) 
to income would not be called for in 19X4 and 
19X5, leaving interest expense unequivocably on a 
current basis in those years. 

The issuing of fixed-interest debt securities, 
rather than using variable-interest debt, may be 
likened to taking out a hedge against a rise in 
interest rates. If interest rates do subsequently 
rise, then a realisable gain arises, while if interest 
rates fall, the outcome is a realisable loss. In our 
example, there was a realisable gain in 19X3 of 
$185.94 (which was realised to the extent of $90.70 
in 19X4 and to the extent of $95.24 in 19X5). 
Martin argues that presenting the information in 
this way is misleading for the purpose of evaluating 
management and that the use of historical cost 
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information which ignores the realisable gain is 
preferable. 

First of all, it should be emphasised that infor- 
mation on the cost of debt is relevant to evaluating 
financial management, not operating management 
as such. Reporting the type of realisable gain or 
loss on fixed-interest debt securities calculated in 
current cost accounting helps to identify the suc- 
cess of financial management as regards the timing 
of debt issues and the choice between fixed or 
variable interest debt. This information would 
mislead only those who did not understand the 
basis on which it was calculated (an empirical 
issue). 

It is trae, as Martin argues, that the realisable 
gains or losses would capture term-structure effects 
in addition to changes in interest rates. If these 
term-structure effects were considered material, it 
would be easy enough to isoléte them separately 
for the purpose of evaluating financial manage- 
ment. But they are not irrelevant for that purpose. 
If long rates are lower than short rates during the 
latter part of the life of a long-term debt issue, then 
it is not illogical for the profitable choice of longer 
(and fixed interest) rather than shorter term debt to 
be reflected in realisable cost savings as the debt 
matures. These are matters which a good treasurer 
understands very well. 

The one potentially substantive objection which 
Martin advances against a current cost treatment 
of debt securities is that a change in the market’s 
assessment of default risk mcght influence their 
market values. This is, in effect, a criticism of 
treating debt as a ‘negative asset’. The criticism is 
best understood in terms of an accounting system 
which places primary importance on balance sheet 
liquidity and risk, i.e. an exit-price system such as 
Chambers’ ‘continuously contemporary account- 
ing’. CCA does not emphasise such matters. It is 
hard to escape the conclusion ihat Martin is graft- 
ing on ideas about the treatment of debt which are 
essentially alien to CCA. 

It is of course difficult at first glance to accept 
that shareholders can benefit from a fall in the 
market value of debt causec by an increase in 
default risk. But it can happen, as we show below 
via a numerical example using the Black and 
Scholes (1973) Option Pricing Model (OPM).’ 
Option theory can help us undzrstand the effects of 
changes in default risk on the market values of 
different classes of corporate securities. 

Ordinary shares can be thought of as call op- 
tions on the firm’s underlying assets exercisable by 
paying off the debenture-holders. The shareholders 
will exercise their options at maturity if and only 
if the firm’s assets are worth more than the exercise 
price (the redemption value of the debt). The 


“For an introduction to option pricing theory, see Copeland 
and Weston (1983), chapters 8~9. 
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options will be worthless if more is owed to the 
debenture-holders than is available in assets. Other 
things being equal, the greater the variation of 
possible values of the underlying assets then the 
more the options (equity shares) are worth now 
because the greater is the chance of high-valued 
outcomes, all of which will accrue to the share- 
holders; the lower bound is of course fixed at zero 
dollars, so the enhanced downside risk is shifted to 
the debt holders. 

The payoff on a call option depends on whether 
it is exercised. If it is exercised, the payoff is equal 
to the value, V, of the asset acquired minus the 
exercise price, X; i.e. V-X. If the option is not 
exercised, the payoff is zero. The future value, V, 
is unknown at the present moment, of course, so 
the determination of the present value of the call 
option, c, is a complex matter; but the Black and 
Scholes OPM reduces c to a mathematical function 
of the present value of the underlying asset, V, and 
the exercise price, X, plus four other parameters, 
viz. the (instantaneous) variance of asset value, o?, 
the time to expiration of the option, 7, the con- 
tinuously compounded risk-free rate of interest, r, 
and the cumulative normal density function, N(-), 
as follows: 


C= V-N(d,) — eT Y - N(d,) 


where 
In(V/X)+rT 
d, = “JT ~t- 30T 
and 
a, = d, T55 ET. 


Consider a firm which has outstanding zero- 
coupon (i.e., pure discount) bonds of $10,816 
which mature in two years. The current value of 
the firm as a whole (and hence of its securities) is 
$40,000 and the variance in this value is 36%. The 
firm will not pay any dividends in the foreseeable 
future (an important assumption of the OPM). The 
riskless rate of interest is 2%. Given that the 
ordinary shares and debentures must together be 
worth $40,000, we can deduce the market value of 
the debentures by first working out the price of the 
shares and subtracting this amount from $40,000. 

The value of the equity can be found by setting 
V = $40,000, X = $10,816, r=0.02, T=2 and 
g? = 0.36, and then substituting into the OPM 
equations above. The standard deviates turn out to 
be d, = 2.013 and d, = 1.164; reference to statistical 
tables for the normal distribution produces the 
required cumulative densities, N(2.013) = 0.9781 
and N(1.164) = 0.8778. The market value of the 
firm’s shares is therefore $30,000. The debentures 
are therefore worth $40,000—$30,000 = $10,000. 

Suppose the variance increases to 43.25%, but 
the present value of the firm is unchanged at 
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$40,000.° Following the same procedure as before, 
the OPM yields a new value for the firm’s shares 
of $30,186; hence the debentures are now worth 
$9,814. 

Notice that the two values for the debentures are 
as in the previous example. Prior to the market’s 
reassessment of default risk, the maturity proceeds 
of $10,816 had a current market value of $10,000, 
implying a 4% market rate of interest for instru- 
ments of this quality. After the change, the price 
fell to $9,814, implying a new rate of interest of 
approximately 5%. But in this example the change 
is due entirely to a reassessment of the chances of 
default. (The riskless rate remains unchanged at 
2%.) As the variance of outcomes has altered, so 
have the chances of the firm not being able to repay 
its debts in full (i.e. of asset value falling below 
$10,816). The value of the equity has risen by 
exactly the same amount as the debt has fallen. 


The assumption that the current value of the firm as a 
whole is unchanged is imposed in order to isolate the effect 
of a change in riskiness from a debentureholder’s point of 
view. It could be argued that, in a market dominated by 
risk-averse investors, a cet. par. increase in variability must 
bring about a fall in the total value of the firm. Here we 
assume: (a) a CAPM world in which only systematic risk is 
taken into account in prices and (b) that the increase in 
variance is due entirely to unsystematic risk and hence does 
not affect the total value of the firm. See Copeland and 
Weston (1983), chapter 7, for example, for details about 
pricing in a CAPM world. 
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Ordinary shareholders can benefit from an in- 
crease in default risk, and we can see no good 
reason for not reflecting such benefits in current 
cost accounts. If the increase in risk also lowered 
the total value of the firm, then the increase in 
value of the shares occasioned by the fall in value 
of the bonds would be offset to a greater or lesser 
extent by a fall in their value caused by the decline 
in value of the firm as a whole.* These two impacts 
on share value are separable in principle; the 
second effect would come about even if the firm 
had no debt outstanding at all. Other things equal, 
a decline in the market value of debt is a gain to 
the shareholders. | 
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The Current Cost of a Quoted 
Long-term Liability: A Reply 


Carrick A. Martin 


The term ‘current cost accounting’ embraces a 
variety of proposed accounting systems, including 
deprival value (Bonbright, 1937; Solomons, 1966; 
and Wright, 1970), current replacement costs (Ed- 
wards and Bell, 1961) and the operating capacity 
capital maintenance school (for example, Barton, 
1974). It is therefore important to identify the 
variant of CCA that is under discussion, which is 
why I surveyed the professional pronouncements, 
and discussed two versions of CCA (Martin, 1983). 
In their commentary, Archer and Peasnell (AP) 
seem to be regarding CCA as a single, well-defined 
system, and this may explain their confusion with 
my approach. 

It seems generally agreed that, in deciding on a 
system of profit reporting, three selections must be 
made: (1) a unit of measurement; (2) a basis of 
valuation, and (3) a concept of capital maintenance 
and profit. (See, for example, Sandilands, 1975, 
especially pp. 23-40). With respect to capital main- 
tenance within a current cost valuation system, the 
broad choice lies between the maintenance of 
operating capacity (adopted in most professional 
standards on CCA) and the maintenance of 
financial capital (as in Edwards and Bell, 1961). 
My paper considered both approaches indepen- 
dently, whereas AP have not recognised the dis- 
tinction. 

Consequently, we are often at cross purposes. 
My first section examined the eppropriate treat- 
ment of debt when operating capacity 1s to be 
maintained and the discussion of the effects of 
sale-and-replacement was directed at capital main- 
tenance, whereas AP have assumed I was dealing 
with the basis of valuation. Certainly, deprival 
value is adopted explicity or implicitly in most 
professional standards as the appropriate valu- 
ation basis. However, the combination of deprival 
value with operating capacity maintenance is not 
inevitable, with some authors preferring the main- 
tenance of financial capital (Scapens, 1978, and 
Parker and Harcourt, 1969, p. 20). Hence, deprival 
value theory alone will not sufice and separate 
consideration of the capital maintenance aspect is 
necessary to determine whether the holding gains 
(and losses) resulting from movements in deprival 
values should be credited (debited) to income or to 
a capital maintenance reserve. I argued from an 


analogy with the treatment of assets that if there 
was no effective difference between the buying and 
selling prices of debt the transfer of holding gains 
on debt to a capital maintenance reserve was not 
justified. AP’s comments on the valuation basis are 
not relevant to this discussion. My point was not 
original, being derived from discussions of assets 
bought and sold on the same market in, for 
example, Sterling (1979, p. 148), and the Austra- 
lian Omnibus Exposure Draft (1980). 

Fortunately, AP agree with my conclusions, 
although their reasoning is that gains on debt are 
‘unrealised windfall gains’ that (for some reason) 
have no implications for capital maintenance. 
Now, some would regard holding gains on assets 
also as windfalls (see, for example, Edwards, Bell 
and Johnson, 1979, p. 643), which, by AP’s argu- 
ment, would make them available for distribution, 
even where physical capacity is to be maintained. 
This conclusion was obviously not intended and I 
suspect that the underlying reason why AP dis- 
tinguish gains on debt from gains on assets is that 
their notion of ‘physical capital’ maintenance is 
restricted to assets. If so, then it must be reiterated 
(see Martin, 1983, p. 192) that some professional 
pronouncements do not exclude the maintenance 
of liabilities from ‘operating capacity’, so that it is 
not a sufficient argument to exclude debt by 
definition. 

The information set out by AP in their Table | 
is a fair comparison of the method I proposed with 
that resulting from the reporting of market-based 
information. We differ, though, in the meaning of 
the ‘service potential’ of a loan. In replacing like 
with like, I would hold constant the amount raised 
and the term of the loan, as constituting its service 
potential. The coupon rate, however, reflects the 
price of that service and it therefore changes just as 
asset prices change. But no matter, I had already 
accepted that the figures for replacement and non- 
replacement were equivalent (p. 195), and am 
pleased to learn that, in AP’s view, they are 
identical. This can only reinforce the conclusion I 
drew from a charting of the course of an actual 
replacement, which was that no additional funds 
will be required, and hence no capital maintenance 
adjustment is warranted on behalf of the holding 
gain. 
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Criticising this approach, AP suggest that actual 
replacement should not be a pre-condition for the 
recognition of holding gains. I agree, but surely for 
a ‘realisable’ gain to exist it must be capable of 
becoming a ‘realised’ gain through some market 
transaction, otherwise how could it be described as 
realisable? My analysis showed that, within the 
restrictive assumptions of CCA valuation, no op- 
portunity exists for achieving a realised gain on 
debt. 

The reference by AP to Edwards and Bell to 
justify their arguments on the maintenance of ‘real 
physical capital’ is surely misdirected, since Ed- 
wards and Bell specifically rejected physical capital 
maintenance (Edwards and Bell, 1961, p. 264, and 
Bell, 1982, chapter 1), and they did not distinguish 
between ‘real’ and ‘realised’ gains for capital main- 
tenance purposes. Further confusion follows when, 
under their ‘realisation’ test, AP at first suggest 
that unrealised gains might be excluded from in- 
come and, later, that they should be included. 
Now, if unrealised gains are not to be included in 
income, but are consigned to some reserve account, 
then it would follow that as the gains progressively 
become realised they must be included in profit, 
producing annual net profits identical with mine. 
The introduction of a realised/unrealised dis- 
tinction is troubling, however, and I prefer the view 
of Edwards, Bell and Johnson (1979, p. 610) that 
we should abandon the realisation concept with 
respect to holding gains. 

As to the alleged non sequitur, I hoped it would 
have been clear that my rejection of the market- 
value approach for purposes of maintaining oper- 
ating capacity was not an unequivocal rejection for 
all purposes and for all versions of current cost 
accounting (p. 196). Accordingly, the second sec- 
tion of my paper explored the system proposed by 
Edwards and Bell. In this context, AP assert that 
‘If interest expense is to be charged against current 
cost Income [revenue?] then consistency demands 
that the expense be computed on a current cost 
basis’. But this statement begs the meaning of the 
term ‘current cost of interest’, which might be 
defined to support my argument as ‘the amount 
currently payable’. 

These definitional propositions seem arid com- 
pared with a more searching analysis of the use- 
fulness of the information and AP’s discussion of 
financial decision-making was appreciated, except 
for the section on gains arising from an increase in 
default risk. Here, AP’s use of option pricing 
theory to argue that ‘shareholders can benefit’ 
from an increase in default risk raises two funda- 
mental questions. First, does the conclusion that, 
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if all of the assumptions of option pricing are 
valid, shareholders can (might?) benefit, provide 
sufficient justification for recording a gain within a 
CCA system? Sometimes companies default and 
shareholders do not benefit! Second, in incorpo- 
rating gains accruing to shareholders within the 


company’s accounts, AP seem to be adopting a 


proprietary approach, rather than the usual entity 
approach, which records only the benefits to the 
company. Is this appropriate under CCA? More- 
over, if the proprietary view is taken, should not 
the shareholders’ equity also be re-stated to its 
market value, which again would be a departure 
from traditional CCA? 

Perhaps the lesson from my paper and from the 
commentary is that CCA is of uncertain parentage 
and that its principles are far from clear. So much. 
is reliant on belief and assertion, and J am sure that 
the three perspectives I have examined do not 
exhaust the possible reasons for making market 
value adjustments to debt. My conclusions are thus 
provisional, but they appear to have withstood the 
present commentary. 
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Cash Flow Accounting, Profit and 
Performance Measurement: 
A Response to a Challenge 


T. A. Lee 


In a recent paper, Egginton (1984) provides a 
detailed critique of cash flow tased financial re- 
porting proposals. He concentrates on the sug- 
gestion that cash flow statements could replace 
conventional profit statements as a major source of 
financial information about entity performance. 
Defining performance in the general terms of re- 
source augmentation or depletion, Egginton states 
that profit is central‘to performance measurement, 
and cash flow data are-not capable of assuming 
such an informational role. Indeed, he regards cash 
flow reporting as having a strictly limited function 
in the assessment of entity liquidrty. In this respect, 
he further suggests a place for this within the 
context of funds flow reporting. 

The nature and extent of these criticisms and 
counter-proposals constitute a challenge to the 
proponents of cash flow reporting, and this paper 
is an attempt to answer the concern of Egginton 
regarding the following points: 


(a) Whether or not cash flow data can be used 
to assess entity performance. 

(b) The lack of a statement of financial position 
in cash flow reporting prcposals. 

(c) The de-emphasising of ownership in cash 
flow based thinking. 

(d) Whether or not cash flow reporting avoids 
the allocation problem. 

(e) The relevance and feasibility of reporting 
cash flow forecasts. 

(f) The significance of cash flow reporting pro- 
posals vis-a-vis the proklem of changing 
prices. 


These appear to be the main objects of Egg- 
inton’s attention, and will be discussed separately. 


General weaknesses in criticism 


Before proceeding to a detailed analysis and 
discussion of each of the above points, it appears 
to be essential to point out to the reader a thread 
of weakness which runs through much of 
Egginton’s paper. Although it is a critique of cash 
flow reporting proposals in general, it is essentially 
a criticism of the work of Lee (1972). As such, it 


is exceedingly selective—concentrating on early 
proposals which have since been modified in order 
to improve and extend the first thoughts which 
were published. Although a later work of Lee 
(198 1a) is recognised and explained briefly, it is not 
used extensively by Egginton to counter the argu- 
ments he makes concerning the earlier work. This 
appears to weaken his case considerably, and tends 
to make the following sections somewhat repetitive 
as the selective use of the cash flow reporting 
literature by Egginton has created many of the 
problems of response in this paper. 


Performance measures 


It is open to considerable debate as to what is 
meant by entity performance, and Egginton’s nar- 
rowing of it down to resource changes appears to 
be unduly restrictive. Indeed, as Kaplan (1983) has 
recently argued, the popularity of all-embracing 
measures of performance such as profit may well 
have caused entity management to under-estimate 
the importance of performance measures such as 
market domination, productivity, and quality of 
products and services. Certainly, Egginton would 
appear to wish to exclude liquidity matters from 
performance measurement. 

The cash flow proponents, on the other hand, 
see liquidity assessment as a critical aspect of 
examining entity performance in the sense that 
cash flow and not profit is the end result of entity 
activity. Profit is an abstraction; cash is a physical 
resource. This is not to deny the importance of 
profit as a guide to entity behaviour, but its nature 
ought not to be ignored. 

Indeed, the later works of Lee (1981a, 1981b and 
1984) reflect his concern over the avoidance of 
profit in his earlier papers. However, of particular 
importance to him in this respect is not so much 
profit per se, but the lack of recognition of unreal- 
ised cash flows in the reporting format. To recog- 
nise realised cash flows only appears to be stating 
half the story. The use of net realisable values 
(which are potential cash flows) appears to remedy 
the situation. They also allow for the measurement 
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of realisable profit which, in Lee’s system, is expla- 
ined as a measure of total cash flow. 

Thus, what Lee’s system is attempting to provide 
is a means of assessing entity performance in cash 
flow terms which reflect actual and potential 
changes in its ability to command resources. This 
does not exclude the use of other means of assess- 
ing entity performance but it does suggest the 
considerable importance of cash flow as a reason- 
ably objective measure of the latter. It further 
suggests that Egginton is wrong to state that cash 
flow reporting proposals are not concerned with 
entity performance. 

This can perhaps be more clearly seen by means 
of an illustration using data provided by Egginton 
in Tables 1 and 2 of his paper. Egginton uses these 
figures in connection with his arguments regarding 
forecast and actual cash flows but, for the purposes 
of this section, only his actual data will be used: 


£ 
Sales receipts 400 
Less: operating payments 270 

130 
Less: taxation paid 40 

90 
Less: dividend paid 40 
Cash surplus _50 


te 


Egginton argues about the misleading nature of 
this cash flow signal, particularly relating to fore- 
cast cash flows, and actual and forecast profits (the 
operating surplus of £130 being considerably in 
excess of these other data). 

In fact, part of the operating surplus has been 
due to working capital management, and Egginton 
further complains that this would not become 
apparent until the next period’s cash flow results 
were reported—by which time the relevance of the 
information may be lost. This is an example of how 
Egginton has not applied the suggestions of Lee 
(198la) to this problem, and has thus created a 
non-problem. A total cash flow approach would 
have produced the following statement: 


£ £ 

Realised operating cash flow 
(as above) 

Unrealised cash flow: 
reduction in debtors 
increase in creditors 


130 


(25) 
(20) 
Total cash flow from operations* 
Less: taxation paid 


Less: dividend paid 


(45) 

85 
40 

45 
40 
Additional command over resources ES 
*This figure is equal to realisable profit on a net realisable value 


basis and, due to the absence of non-monetary resources in the 
example, historic cost profit. 
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Thus, the total cash flow system reports on 
overall liquidity performance; and provides a mea- 
sure of periodic profit should that be required. The 
reader is informed in this case that, although there 
has been a realisation of £130 of cash flow from 
operations, there has also been a decrease in 
working capital which has reduced potential cash 
flow by £45. 

It is important to emphasise that, in Lee’s sys- 
tem, the above statement is one of cash flow within 
which a profit measure is disclosed. It should not 
be interpreted as a profit statement containing cash 
flow data. 

Finally, throughout his paper Egginton de- 
scribes realised cash flow reporting in a format 
equivalent to that of a profit statement, and de- 
rived from an early paper of Lee (1972). Attention 
to later work of Lee in this respect would have 
evidenced that he has amended the format to that 
equivalent to a funds flow statement, and has used 
this in a number of analytical exercises (1982a, 
1983a, 1983b, 1983c and 1984). The reason for 
adopting the funds approach is to avoid the sug- 
gestion in analyses of cash flow results of entities 
that taxation and distribution payments are being 
funded by borrowing. A more neutral formatting 
may well lead to the same conclusion, but puts the 
onus on the analyst rather than on the financial 
reporter. Indeed, Egginton uses the results of 
Royal Dutch Shell to criticise the profit-based 
format—dividends in only one year appearing to 
be covered by a cash flow surplus. This criticism 
would not have been necessary if he had 
adopted the formatting of Lee as follows (using the 
aggregate for seven years): 


Egginton’s format 
£b 
Operating cash flow 
(after interest) 33.3 
Less: capital payments 18.7 
14.6 
Less: taxation payments. 15.2 
(0.6) 
Less: dividend payments 3.8 
Additional borrowing (4.4) 
Lee’s format 
£b yA 
Operating cash flow 333 88 
Additional borrowing 44 12 
37.7 100 
Capital payments. 18.7 50 
Taxation payments 15.2 40 
Dividend payments 3.8 10 
377 100 
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The first format could lead to the conclusion 
that the dividends had been funded by borrowing; 
the second format reveals that only 10% of avail- 
able cash had been committed to dividends, and 
seven-eighths of the total cast had come from 
trading operations. 


Statement of financial position 


Egginton is correct when he complains of the 
lack of a position statement to complement a flow 
statement in the early cash flew reporting pro- 
posals. However, Lee (1978, 1679, 198la, 1981b 
and 1984) has been a consistent advocate of such 
a position statement. Originally conceiving it as a 
net realisable value based appendage to cash flow 
statements (1978 and 1979), it is now conceived of 
as a fundamental part of the overall system of cash 
flow reporting (198la, 1981b and 1984}—position 
data being compatible with those classifications 
used for flow data. Using the fizures given in the 
previous section, and derived from Egginton’s 
tables, the following statement of financial position 
would be reported: 


EE. ot 
Realised asset: 
Cash 62 
Readily-realised net assets: 
Debtors 158 
Less: creditors 90 68 
Capital and retained profit 130 


Thus, 48% of capital is in the form of cash, and 
the remaining 52% is in the form of near-cash 
resources. 

Egginton devotes some time to examining the 
proposals of Lee regarding statements of financial 
position with respect to the problem of which net 
realisable value to use for reporting purposes. As 
he points out, there are essentially two values to 
use—a going concern value assuming an orderly 
liquidation (much favoured by Chambers (1966)), 
and an immediate liquidation value advocated by 
Sterling (Sterling 1979). Egginton assumes Lee 
utilises the Sterling approach tecause Lee’s cash 
flow system does not assume the continuity of the 
activities of the entity (Lee 198Ib). This is not the 
case (see Lee 1984), There is a distinction to be 
made regarding continuity of the entity and con- 
tinuity of its activities. It would appear to be 
reasonable to assume changes in activity, and 
consequent realisation and nor-identical replace- 
ment of assets. Except in extreme circumstances, it 
would not appear reasonable to assume the liq- 
uidation of the entity and, inevitably, its assets. 
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Thus, Lee’s system does not assume continuity 
of activities currently undertaken but does assume 
continuity of the entity. Net realisable values used 
are those to be obtained in a normal sale of the 
assets concerned in their existing state. They 
should reflect expected proceeds at the time of 
reporting and according to the condition of the 
assets, and should not reflect the disposal in- 
tentions of management. In this sense, Egginton is 
correct in stating that these would reflect the best 
prices immediately obtainable; but wrong in sug- 
gesting that these are liquidation values to be 
achieved on the break-up of the entity. 


De-emphasising ownership 


Egginton states that cash flow reporting has 
been advocated as a means of de-emphasising the 
ownership orientation of the conventional profit 
statement, and doubts if the suggested cash flow 
statement presentations can do this. Certainly it is 
true that cash flow proposals have been made in 
the form of general purpose statements (see, for 
example, Lee 1979), and this would appear to 
reflect the growing awareness of accountants in 
recent years of the need to provide information to 
satisfy the needs of a variety of report users. In this 
respect, cash flow statements would appear to be 
particularly suited to a general purpose role be- 
cause of the importance of liquidity matters to 
investors, lenders, creditors, employees and others. 

The doubts of Egginton regarding the ability of 
cash flow presentations to de-emphasise the own- 
ership orientation would appear to be directed at 
the earliest cash flow proposals in which a ‘profit 
statement’ presentation was adopted (Lee 1972). 
Once again, Egginton does not seem willing to use 
the evidence of later presentations in which a more 
neutral ‘funds’ format has been adopted. This can 
be seen in relation to the figures given in the section 
on performance measurement. These can be fur- 
ther explained as follows using the aggregate 
figures of Royal Dutch Shell: 


Cash Inflows £b 
Operating 33.3 The cash flow generated by 
cash flow Shell from its operations; 
the key to the long-term sur- 
vival propspects of the en- 
tity, and of considerable 
concern to all interested 
parties. 
Additional 4.4 The extent of external 
borrowing financing during the period, 


reflecting Shell’s relatively 
small dependence on lenders 
and bankers. 


| 


tow 
= 
~“ 


! 
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Cash Outflows £b 


Capital 18.7 The amount of cash flow 
payments ploughed back into Shell, 
and providing the basis for 
operating cash flows in the 
future; again, a matter of 
concern to most report us- 
ers. 
Taxation 15.2 A governmental share in the 
payments cash flow of Shell. 
Dividend 3.8 The proportion of Shell’s 
payments cash flow received by its 


shareholders as reward for 
their investment. 


As the above brief descriptions evidence, no 
particular report user is emphasised by the data— 
unlike Egginton’s ‘profit’? format which leads the 
reader downwards to dividend payments (£3.8b) 
funded by additional borrowings (£4.4b), thus 
emphasising debt-equity substitution. 


The allocation problem 


Egginton doubts the early claims of cash flow 
proponents that cash flow reporting avoids allo- 
cations. It must be agreed that these early claims 
were excessive if the definition of allocation is 
widened to include any partitioning or division in 
accounting. The debate on this issue can be read in 
Lee (1982b) and Rutherford (1982), and is com- 
mented on by Egginton. It is not intended to report 
the various arguments here but it is important to 
note the emphasis given by Egginton to the match- 
ing of costs with revenues in order to reflect the 
consumption of assets. This is consistent with his 
characterisation of profit measures as the central 
feature of entity performance assessment. Because 
cash flow accounting is concerned with the receipt 
and consumption of cash (a specific resource re- 
lated to the entity’s command over resources), it is 
wrong to compare it in any way with profit ac- 
counting (which is designed to reflect the receipt 
and consumption of all resources). 


Cash flow forecasts 


The early cash flow writings were very specific in 
their advocacy of reporting in actual and forecast 
terms (for example, Lee 1972). However, certainly 
from the point of view of Lee, the reporting of 
forecast cash flows is not an aspect of the overall 
system which has been developed. Indeed, as ar- 
gued recently (Lee 1984), the problems of forecast 
reports are considerable. Egginton’s comments are 
therefore very apt. But it ought to be noted that the 
recent proposals of Lee to combine his earlier 
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proposals with net realisable value accounting in a 
total cash flow system evidence his primary con- 
cern to develop a relevant and feasible system of ex 


. post reporting. However, if actual and forecast 


reports are to be produced then both can be 
prepared on the basis of Lee’s total cash flow 
system. For example, taking Egginton’s actual and 
forecast figures, the following comparative state- 


- ment can be given: 


Forecast Actual 
£ £ 
Realised operating cash 
flow 90 130 
Unrealised cash flow SS (45) 
95 85 
Less: taxation paid 40 40 
55 45 
Less: dividends paid 25 40 
Retained surplus _30 ne 


ey 


From these data, it is possible to examine the 
differences between forecast and actual figures in a 
way that meets much of Egginton’s criticisms 
which are based only on realised cash data. The 
entity has achieved an operating surplus which is 
£40 in excess of forecast but this has been accom- 
panied by a decrease in working capital which is 
£50 adrift from forecast. Thus, the overall cash 
flow performance has a £10 variance which has 
been further accentuated by a dividend which was 
£15 in excess of forecast. 


Changing prices 


Finally, Egginton complains of the ignoring of 
price changes by cash flow proponents. This crit- 
icism, as with others by him, has been answered in 
the overall system of cash flow reporting advocated 
by Lee (1981la). By using net realisable values as 
the basis for the system, it is possible to incorpo- 
rate unrealised price changes in the various state- 
ments. As this has been demonstrated on several 
occasions in this paper, it is not intended to repeat 
the argument here. 


Conclusions 


The development of a system such as cash flow 
reporting is a long-lived affair which occupies 
many years of thinking, writing, testing and crit- 
icism. The bare bones of ideas are usually included 
in the earliest work, and this is then fleshed out in 
later writings. Often, early ideas are discarded in 
response to further thinking and criticism. Hope- 
fully, the proponents of cash flow reporting are 
responding to their critics, and fine-tuning their 
ideas. The problem with Egginton’s critique is that 
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his arguments had already been answered in writ- 
ings which he was obviously aware of. Never- 
theless, he has given the opportunity for these 
arguments to be further refutec. 
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Corporate 


Performance on a Cash Flow 
Basis: A Reply to Mr. Egginton 


G. H. Lawson 


Introduction 


In recently enlarging upon his perceptions of the 
deficiencies of cash flow accounting/analysis (here- 
after CFA), Mr. Egginton (1984) mainly concen- 
trates on the earlier work of its two longstanding 
UK protagonists—Lawson ani Lee. As a more 
careful reading of their later contributions would 
have revealed, both have developed their ideas well 
beyond those contained in the papers which are the 
main focus of Egginton’s criticisms. 

Furthermore, there are genuine differences be- 
tween the respective CFA models that are currently 
advocated by Lawson and Lee. Nor is this likely to 
be the end of the story. CFA protagonists will 
doubtless break new ground m the near future. 
Thus, given its affinities with, not to say origins in, 
classical capital theory, one might reasonably spec- 
ulate that, noting the develcpment of modern 
capital market theory, CFA will become the first 
accounting system that measures performance on 
two dimensions—risk and profitability (in some 
sense of the latter).' 

So much for the future. Tae purpose of this 
paper is to examine Egginton’s recent robust crit- 
icisms of CFA by reference to the currently- 
advocated Lawson model. 

Egginton’s main allegations are: 


(i) CFA is incapable of measuring ex post per- 
formance. 

(ii) CFA cannot cope with the impact of inflation 
on financial performance. 

(iii) CFA is exclusively concerned with flows and 
largely ignores the need of a financial position 
statement disclosing asset and liability values. 

(iv) CFA cannot avoid the ownership emphasis: 
‘The usual presentations of CFA retain an 
ownership viewpoint.’ 





‘One might also speculate that tae addition of the risk 
dimension to value added statements can hardly fail to add 
rigour to an analysis that is essentially concerned with the 
partitioning of a risky earnings stream in a pre-determined 
order of priorities. 


(v) CFA does not wholly circumvent the allo- 
cation problem. 
(vi) Ex ante CFA has severe limitations. 


The first five of these criticisms can be examined 
in an ex post framework leaving the last to be 
looked at separately. A more detailed version of 
Egginton’s Royal Dutch/Shell example is used to 
emphasise the particular weaknesses of his at- 
tempted interpretation of that company’s financial 
performance during 1974-81. It is also used to 
illustrate aspects of financial behaviour that nor- 
mally escape ‘conventional’ interpretations of cor- 
porate performance. These also point to some of 
the respects in which corporate disclosure is (argu- 
ably) deficient. 


The Lawson CFA model 


In the present Lawson scheme of things, CFA is 
essentially a system for measuring multiperiod (ex 
post) performance. It also reveals entity, lender 
and shareholder returns, for all possible holding 
periods within any multiperiod sequence, and 
thereby attempts to link short, medium and long 
term measures of performance. Like all financial 
performance measurement systems which utilise 
periodic opening and closing values, CFA is not 
expectations free. Hence, ex post CFA cannot be 
completely detached from performance viewed ex 
ante. 

A multiperiod ex post CFA model can be de- 
rived directly from the normative ex ante corporate 
(cash flow) valuation model which has been at the 
centre of financial theory for half a century or 
more. As is well known, two of the more recent 
applications of the normative valuation model 
have been its uses as a vehicle for illustrating 
the Modigliani-Miller hypothesis and the Miller- 
Modigliani dividend irrelevance proposition. 
Whereas the MM theories facilitate incisive. inter- 
pretations of financial behaviour, the specification 
of their basic valuation model has practical lim- 
itations. Thus, whilst distinguishing explicitly be- 
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tween entity and proprietor (lender and share- 
holder) cash flows, their model does not specify 
this identity in detail. Expressed in detail, a firm’s 
total cash flow statement for any year j can be 
represented as: 


(kj ~~ h)- A+R- Yj) -Hj-t 
= (D,— B)+(F;-N;-—M;) Q) 


that is 
entity _ Shareholder | lender 
cash flows ~ cash flows cash flows 
where ) 


k;— h; denotes operating cash flow in year 


kea) 


2 


= j B 
i []d+F) 
t=! l 
or, V, 
that is, market value of entity = 
or, present value of entity cash flows = 


where (using bars to denote expected values), 
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areas, namely, trading and production, capital 
investment and liquidity. It can also reveal the 
effective incidence of taxation on corporate cash 
flows. The RHS provides information on dividend 
and debt/equity financing policies. In other words, 
the LHS of a multiperiod version of (1) is con- 
cerned with economic performance* whereas the 
RHS has to do with matters of financial policy 
(over which management can perhaps exercise 
considerable discretion), namely, the levels of divi- 
dends and debt financing respectively. 

Making use of the ex ante multiperiod version of 
(1), the 1958 MM hypothesis may, under a neutral 
corporate tax regime, be expressed as: 


© 


t2 


s J 
i= TJ 1+ 70} 
t=] 


% — B. F — N, — M. 

> ; J j fj N; Jj (2) 

TT 14 FO} 
i 


=} 


zx yo + vo 
market value market value 
of equity of debt 


present value of 
lender cash flows 


present value of 
shareholder cash flows 


F, FO and F® denote the single period costs of entity, shareholder and lender capital respectively; 
and, F, and V, are independent of the ratio V@/V,,. 


j represented by cash collected from 

customers, k; and operating cash 

outflows, ;; . 

stands for replacement investment, 

A;, growth investment, R,, and the 

proceeds from assets displaced, Y,, 

in year j; 

. stands for all taxes assessed on the 

corporation that are actually paid in 

year J; 

denotes liquidity change in year /; 

represents period j interest pay- 

ments; 

, is medium and/or long term debt 

raised or retired in year j; 

is short term debt raised or repaid in 

year j; 

. represents dividends paid to share- 

holders in year j; and 

B, is equity capital raised or repaid in 

year j. 


we 


Nhe the variables contained in a firm’s 
periodic cash flow statement can be specified in a 
wholly objective manner, its classification is, or 
should be, intended to facilitate interpretation. A 
multiperiod version of the LHS of (1) discloses 
economic information on three separate decision 


It is hardly necessary to recall MM’s (1958, 
1961) basic intentions. In using a normative valu- 
ation model to demonstrate (1958) that, in a 
neutral tax régime, a firm’s total market value and 
its weighted average cost of capital are indepen- 
dent of its debt ratio, they also show that an 
independent choice of debt ratio automatically 
determines the relative market values of debt and 
equity. On the other hand, their 1961 paper 
effectively shows that the relative market values 
(debt ratio) of debt and equity depend upon the 
way in which dividend payments are financed. The 
1958 and 1961 MM papers are therefore a powerful 
aid in the interpretation of a firm’s cash flow 
performance, its past dividend/debt financing poli- 
cies and the interaction of such policies with the ex 
post market values of its debt and equity capital.’ 

In using the ex post version of a normative 
valuation model as a basis for measuring multi- 
period cash flow performance, two (rather than 





"To measure economic performance the multiperiod LHS of 
(1) needs to be supplemented with market values as described 
hereafter. 

*Positive empirical corroboration is not a necessary condi- 
tion for using a normative theory as an aid to interpretation. 
Put more simply, the point is that a normative financial theory 
may suggest the right kind of questions for the analysis of 
financial behaviour and performance. 


SPRING 1985 


one) market values must be included in the com- 
putation, namely, the entity market values V, and 
V, at the beginning and end of the n-year sequence 
respectively. The basic multiperiod ex post cash 
flow computation can therefore be incorporated 
into the familiar ex post internal rate of return 
(IRR) equation. Thus, 
~ (kj — hj) — (Aj + Ry — Yj) — 4-4; 


pes IS 





Ay (+r) 
y 
r 3 
ary (3) 
or 
" (F,—N,—M) +(D,—B,) 
yo yo = j J j Daf. j 
ae (it ry 
yo4 yo 
Wan try (3a) 


The internal rate of return, r, in (3) and (3a) can 
be interpreted as the ex post rate of return (ex- 
pressed in money terms if actual values are used) 
on entity (i.e. total corporate) capital for the n-year 
sequence in question. From an entity standpoint it 
is a convenient device for tying together the two 
elements of its economic performance (for any 
sequence of periods), namely, distributed entity 
cash flow (LHS of (1)) and the change in its market 
value (i.e. change in the value of the business). This 
implies that the IRR automatically allows for the 
unexhausted benefits of capital expenditure. We 
return to this point below. 

Viewing past performance from the respective 
standpoints of lenders and shareholders, their ex 
post rates of return, r; and r,, are given by: 


n F.—N,—M, yo 
Ve ee es 4 
aLa oy Ty 9 
and 
n — R. (e) 
D; B, VS (5) 


VO ox ee Ae fee 
: py (+r. (+r,) 


Lender and shareholder rates of return, rj and r,, 
can be interpreted in much the same way as the 
entity rate of return, r. The former tie together the 
cash flow and market value change components of 
the respective returns to lenders and shareholders. 

Multiple sign-change complications aside, inter- 
nal rates of return can be computed for any 
holding period. For any n-year sequence there are 
therefore: 


n+(n—1)+ ...+1 internal rates of return. 


The ex post computations represented by (1) (the 
total cash flow statement) and equations (3), (4) 
and (5) are incontrovertible statements of observ- 
able reality. There is no other way of expressing 
either the true ex post financial relationship be- 
tween a firm and its proprietors or the true ex post 
relationship between income and capital. One or 
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two practical inferences seem to follow, namely, 
that companies should inter alia: 


(i) Disclose multiperiod cash flow statements, 
classified in accordance with identity (1), cov- 
ering a minimum period of (say) 5 years. 
The basic purpose of such a statement is, as 
already implied, to show the recent devel- 
opment of the components of entity cash flows 
as well as revealing how they were distributed 
between lenders and shareholders. 

(ii) Include statements, or charts, of the market 
values of their debt and equity capital (based 
on (say) weekly or monthly observations) in 
their interim and final accounts. 

(iia) Disclose net realisable asset values on a con- 
tinuing basis so that, by comparing the latter 
with the value of their company as a going 
concern, shareholders can judge whether con- 
tinuation or dismantling would be in their 
better interests. 

(iii) Disclose half matrices of internal rates of 
return in order systematically to tie together 
both components of lender, shareholder and 
entity returns. 

(iv) Disclose the statements mentioned in i, ii, iia, 
and iii in real terms (more precisely, at a 
base-year price level) to eliminate the illusory 
effects of inflation and thereby facilitate multi- 
period comparisons. 


Except for a multiperiod statement of net realis- 
able assets and half-matrices of internal rates of 
return expressed in money terms, each of the above 
statements is illustrated in the Royal Dutch/Shell 
example.* 

One might also argue, though this is perhaps too 
contentious for some, that cash flow performance 
should be juxtaposed with accruals performance to 
highlight the relative values of cash flow and 
accruals magnitudes and to draw attention to 
possible economic consequences of accounting.’ 


Technicalities and the interpretation 
of cash flow performance 


Measuring Performance in Real Terms 


In considering whether, and how, performance 
should be measured in real terms, the distinction 
between inflation and relative price changes should 
be made. 

If any two, or more, time-series of factor prices 
are stated in money terms, those series auto- 
matically capture relative price changes. Thus, 
unlike the historic cost accounting model, a multi- 
period cash flow statement expressed in money 
terms records actual prices in the individual per- 
iods in which those prices obtain and therefore 


See Tables 1 to 7. 
‘See Lawson (1982). 
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embodies relative price changes in exactly the same 


way. Hence in restating an actual (multiperiod) 
cash flow statement in real terms, it is merely 
necessary to allow for changes in the purchasing 
power of money using an index of general 
inflation.® The use of industry indices for the latter 
indexation exercise is clearly incorrect. 

For a number of obvious reasons, measures of 
financial performance expressed at a base year 
price level are more informative than performance 
measures expressed in money terms. For example, 
interperiod comparisons of individual cash flow 
variables, market values and rates of return are 
only meaningful when expressed in constant pur- 
chasing power. Thus, a real decline in operating 
cash flow, which may be symptomatic of a need for 
radical changes in production, product mix, strat- 
egies for new product development etc., can easily 
be masked by an actual operating cash flow which 
steadily increases in money terms. Similarly, as- 
suming that the paramount objective of a business 
undertaking is the creation of real wealth, a leading 
question is the rate at which real wealth has 
recently been created or eroded. This is signalled 
by positive or negative rates of return respectively. 


The Unexpired Benefits and Financing of Capital 
Expenditure 


It is reasonable to contend that, even when 
expressed at a base year price level, a multiperiod 
cash flow statement ignores the opening and clos- 
ing unexpired benefits of capital expenditure. 

A separate, though related, stricture is the con- 
tention that to deduct periodic capital expenditure 
from operating cash flow is to ignore the fact that 
a significant part of that expenditure may be 
’ financed with debt. 

The second objection can conveniently be dis- 
cussed first. It may be entirely valid when attention 
is focused on a single period, or perhaps even on 
a sequence of two or three periods, in isolation. But 
on a multiperiod dimension the contention that the 
inclusion of total capital expenditure in a cash flow 
statement ignores the extent to which that ex- 
penditure is financed with debt reflects a confusion 
over the distinction, illustrated by identity (1) and 
equation (2), between the performance of an entity 
per se and the manner in which that entity is 
financed by lenders and shareholders. More 
specifically it is a confusion that apparently 
overlooks the fact that an entity with a mixed 
capital structure not only finances a portion of its 
multiperiod capital expenditure with debt but 
also some part of its multiperiod post-tax oper- 
ating cash flows and multiperiod liquidity adjust- 
ments. 





6Because it is an admixture of many different purchasing 
powers, historic cost profit is not amenable to such an index 
number transformation. 
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The value of the unexpired benefits of a firm’s 
past capital expenditure is represented either by 
the values that would be realised if its assets were 
to be sold in secondhand markets (value in ex- 
change); or, by the cash flows that combination of 
assets is expected to generate in the future. Ex- 
pectations do, however, have a market value 
which, if a company’s debt and equity are traded, 
is observable.’ In that value in exchange and value 
in use are concepts which relate to mutually exclu- 
sive courses of action, the former value can only 
validly be used as a terminal value if a company 
actually has terminated its activities by selling its 
assets in secondhand markets.® To the extent that 
firms have been undertaking capital expenditure, 
that expenditure is objectively reported in multi- 
period cash flow statements. But the magnitude, 
timing and value of the unexhausted benefits of 
such expenditure is a question that is best left to 
the market place. Put more simply: if past capital 
expenditure is still of value it will be reflected in the 
market value of the business in question. Past 
capital expenditure, no matter how heavy, will only 
enhance the value of a business if the market is 
convinced of its ‘quality’. Any judgment that the 
accountant or anybody else chooses to make about 
the unexhausted benefits of capital expenditure is 
entirely beside the point. 

The foregoing line of argument seems to suggest 
that opening and closing total market values 
should be included in a multiperiod cash flow 
statement in order to make the connection between 
capital investment and changes in the value of a 
business. This is merely an alternative route to an 
inference that has already been drawn from equa- 
tions (1) to (5) (inclusive). In that investors are 
continuously interested in such market value 
changes, there may be a stronger argument for the 
disclosure of (say) weekly or monthly market 
values in a chart or separate annex (like Table 3). 
Thus, a preface to the half matrices of IRRs could 
emphasise that the latter values tie together that 
part of proprietorship returns (entity cash flows) 
that is delivered directly by a company to its 
proprietors with the changes in the market value of 
a business that can only be accessed through 
market transactions. 


Interpretation of Royal Dutch/Shell 
(RDS) performance 1975-81 


Table 1 can be regarded as the basic work sheet for 
ex post cash flow analysis. It illustrates how a total 


"The market value of variable interest rate debt is always 
equal to its nominal value. 

As already mentioned, equations (3), (3a), (4) and (5) 
include opening and closing market values, and therefore 
explicitly allow for the unexpired benefits of capital ex- 
penditure at the beginning and end of the n-year sequence, as 
does each of the IRRs in Tables 4 to 7 (inclusive). 
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Table 1 
Royal Dutch/Shell: cash flow statement 1975-81 
Years to 31st December 1975 1976 1977 1978 1979 1980 1981 
£m im im £m £m £m £m 
Funds from operations +1612 +2366 +2218 +2314 +4685 +4183 +4168 
Currency translation effects +213 + 432 — 185 — 13 — 309 — 338 + 886 
Change in working capital* — 485 — 269 +25 +458 — 1384 — 1409 —301 
Tax paid +2361 +1973 +2150 +1689 +1383 +2468 + 2961 
Interest paid + 197 + 253 + 295 + 350 + 358 +399 + 627 
1 Operating cash flow, k,—h, +3898 +4755 +4503 +4798 +4733 +5303 + 8341 
Purchase of property, 
plant & equipment ~~ 1333  — 1829  — 2222 —2368  — 4075 —2969 — 3965 
Investment in associated 
companies — 124 — 116 —7 — 66 ~ 38 — 361 — 384 
Other funds applied (less 
provided) —9 —19 —72 + 60 —62 —157 
Disposal of fixed assets + 340 +118 + 82 + 128 + 107 +399 +405 
2 Net capital outlay, A; + R,— Y, — 1126 —1846 —2219 —2306  — 3946 -—2993 — 4101 
3 =1+2 (k—h)+(4+R— Y) +2772 +2909 42284 +2492 +787 +2310 +4240 
Tax paid, ¢, —2361 ~—1973 —2150 —1689 -—1383 —2468 — 2961 
Liquidity change, H, — 191 — 540 + 233 — 178 — 161 +542 —949 
Post-Tax Entity Cash Flows 
(k, —h)— (4+ R; - Yj) -t-—H, +220 + 396 + 367 + 625 — 757 +384 +330 
Minority Interests, MI, — 147 —14 — 30 +81 — 53 —77 —102 
Dividends less New Equity 
Raised, D, — B; — 303 — 428 — 507 — 537 — 608 — 604 — 587 
Lender Cash Flow F, — N; — M, — 230 — 46 — 170 +169 — 1418 — 297 — 359 
Represented by: 
Capitalised lease 
obligations, N, —— +30 +12 ~~ 42 —~ 26 +2 +20 
Interest paid, F, — 197 — 253 — 295 — 350 — 358 — 399 — 627 
Medium/long term loans 
raised, N, -+ 538 +491 +655 +594 +1682 +664 +1010 
Medium/long term loans 
repaid, N, — 203 — 347 — 244 — 328 — 291 — 370 — 502 
Change in overdrafts/ 
short term loans, M; + 92 + 126 + 43 — 43 +411 +400 +458 
F,—N,-M; + 230 + 47 +170 — 169 +1418 +297 +359 




































































*Including increase in receivables and deferred charges. 



























































































































































cash flow statement expressed in actual money 
terms is derived, and classified in accordance with 
identity (1), by re-ordering a published funds flow 
statement. If, as in the RDS example, the latter 
statement does not disclose tax payments, they can 
usually be derived from the ccrresponding balance 
sheets and profit and loss accounts. Thereafter the 
tax payments are added to bcth sides of the funds 
flow identity. Interest payments should also be 
added to both sides of the funds flow identity in 
preparing the total cash flow statement. 

Whilst automatically capturing relative price 
changes, Table 1 does not facilitate multiperiod 


comparisons.’ This is the purpose of Table 2 
which, as indicated, is a simple index number 
transformation of Table 1. 

The main inferences and questions that are 
suggested by Table 2 are concerned with the trends 
and relative magnitudes of the four constituents of 
post-tax entity cash flows. 


Mr. Egginton seems a little ambivalent about this. Notwith- 
standing a 125 per cent rise in the general level of prices 
between June 1975 and December 1981, he refers to the ‘vast’ 
net operating receipts generated by Royal Dutch/Shell and 
ignores the 30 per cent real decline in this series over the six 
years to December 1980. 


104 ACCOUNTING AND BUSINESS RESEARCH 


Table 2 
Royal Dutch/Shell: cash flow statement 1975-81 
expressed at December 1981 prices 


1975 1976 1977 
im im 


Operating cash flow +9413 +7574 
Net capital outlay 

Tax paid 

Liquidity change 


Post-Tax Entity Cash Flows +496 +784 
Minority Interests 

Dividends less New Equity 

Raised 


Lender Cash Flow 
Interest: payments 


Debt raised (+) repaid (—) 


Indexation factors 1.9795 1. 1.5659° 1.4062 1.1622 





Table 3 
Royal Dutch/Shell: estimated market values of debt and equity capital 1974-81 
As at 31st December 1974 1975 1976 1977 1978 1979 1980 1981 


£m £m £m £m £m £m £m £m 


Market value 
of loans and overdrafts 


Short term 638 773 907 990 946 1375 1799 2368 
Long term 1430 1936 2534 2732 3243 4281 4215 5518 
Total debt capital 2068 2709 344] 3722 4189 5656 6014 7886 
Market value of Royal Dutch equity 2201 3965 5428 4659 5846 4757 5771 4934 
Market value of Shell equity 1468 2644 3618 3106 3898 3172 3848 3289 
Total equity capital 3669 6609 9046 7765 9744 7929 9619 8223 
Minority interests 660 593 736 898 1159 1329 1513 1579 
Total Market Value 6397 9911 13,223 12,385 15,092 14,914 17,146 17,688 


C—O i =§§ SR 8 88 8 ANU 88 eid (limi O ntaa a 
CC i MN  =§$e «SiN ei AINA AA rrr 


Market values restated at December 1981 prices 
1974 1975 1976 1977 1978 1979 1980 1981 





£m £m £m £m £m £m £m £m 
Minority interests 1744 1255 1352 1472 1752 1714 1695 1579 
Total debt capital 5463 5730 6325 6101 6335 7296 6739 7886 
Total equity capital 9692 13,978 16,627 12,727 14,735 10,228 10,778 8223 
Total Market Value 16,889 20,963 24,304 20,300 22,822 19,238 19,212 17,688 
Indexation factors 2.6416 2.1151 1.8381 1.6391 1.5122 1.2899 1.1205 1.0000 


Notes 

(i) The market value of short term debt is (accurately) approximated by using its balance sheet values. 

(ii) The long term debt is not listed on stock exchanges. Its market value is assumed to be equal to its balance 
sheet value. Its currency spread and nominal interest rate composition is such that this approximation is 
reasonable. l 

(iit) The market value of Royal Dutch equity is taken from The Times Monday capitalisation table. The equity 
market value of Shell is taken as two-thirds of the value of Royal Dutch equity. 

(iv) In the absence of the necessary stock exchange quotations, the market values of minority interests are 
assumed to be equal to their balance sheet values. ; 
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Operating cash flow declined by 30 per cent in 
real terms during 1974-80 befor2 recovering to its 
1975 real level. Capital expenditure increased by 
119 per cent in real terms between 1975 and 1979 
before falling by 23 per cent over the two years to 
1981. A leading question is therefore: how have the 
operating cash flow performance, the capital ex- 
penditure programme, and therefore the expected 
(future) operating cash flow performance as at 
December 1981, contributed to the value of the 
business during 1974-1981? Table 3 provides the 
answer. Over the seven-year period to December 
1981, the real total market value of RDS increased 
by about 5 per cent.'® This change in real market 
value together with the stream of real entity cash 
flows (distributed debt and equity cash flows) 
constitute the two elements which fully describe 
RDS’s going concern performance on the financial 
(as opposed to risk) dimension during 1974-81. 

Turning to the periodic liquidity changes shown 
in Table 2, RDS’s liquidity steadily increased in 
real terms during 1974-81. In that its operating 
cash flow remained roughly constant in real 
terms,'' the liquidity increase could, given the 
expectations that were apparently impounded in its 
total market value as at December 1981, hardly be 
ascribed to transactions motives. An alternative 
explanation might have been taat, in the second 
half of the risk-laden seventies, RDS increased its 
liquidity as a precaution. 

Computed from Table 2 in accordance with the 
principles of tax neutrality, the effective incidence 
of taxation on RDS during 1974-81 was 90 per 
cent, i.e. 3341/(372 + 3341). G:ven an effective tax 
burden of this magnitude as a feature of the 
system, and only a modest increase in total market 
value (which probably embodied tax expectations 
that were similar), there must te serious doubts as 
to whether RDS could have provided adequate (1.e. 
risk-commensurate) returns during 1974-81. Such 
doubts are reinforced by the fact that, given the 
separate (accruals) basis of taxable earnings, as- 
sessed taxes constitute a preferential claim on entity 
cash flows, i.e. tax payments are characterised by 
a lower degree of risk than lender and shareholder 
returns and introduce an element of financial 
leverage risk. 

Given the serial behaviour of a firm’s total 
market value, evidence of the adequacy of entity 
cash flows may be provided by the (multiperiod) 
financing of its dividend policy (more precisely, the 


The reader needs no reminding that values expressed in 
money terms are usually the main focus of financial commen- 
tators. Royal Dutch/Shell’s 177 per zent actual total market 
_value increase is almost entirely illusory. 

UThe linear regression line fitted to the operating cash flows 
in Table 2 falls slightly and is giver by y = 8920 — 273x. 

"The validity of this computation is demonstrated elsewhere 
(Lawson (1981), Lawson, Möller and Sherer (1982)) and need 
not be repeated here. 
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financing of shareholder cash flows).'? As indicated 
by Table 2, shareholder cash flows exceeded post- 
tax entity cash flows by a factor of 2.07 during 
1974-81. The equity cash flow shortfall was (by 
definition) financed by lenders who also financed 
their own interest payments. 

The accumulation of debt caused by uncovered 
dividends and the fact that RDS’s total market 
value remained roughly constant over the seven- 
year period have clear implications for its debt 
ratio. Unless there had been a significant counter- 
vailing rise in interest rates causing a commen- 
surate decline in the market value of its debt, 
RDS’s debt ratio would have risen. Table 3 shows 
that this was indeed the case. Measured on a 
market value basis, the increase was 13 percentage 
points, i.e. 32 per cent to 45 per cent. 

An unambiguous answer to the question of the 
adequacy of real entity, shareholder and lender 
returns is provided by Tables 4, 5, 6, and 7. 
Fourteen of the 28 real rates of return in Table 4 
are negative and a further two are close to zero. 
RDS was therefore not consistently profitable over 
all investor holding periods during 1974-81. 

Focusing on the seven possible holding periods 
to December 1981 (1981 columns), the seven-year 
entity (Table 4) and equity (Table 6) real rates of 
return were both positive but those for all shorter 
holding periods were negative. This is largely ex- 
plained by the historically low equity market val- 
ues that were caused by the 1974 stock market 
collapse which accompanied the corporate 
financial crisis in that year. 

For shareholders (Table 6) buying after 1974, i.e. 
after the 1974 aberration, there were 7 out of 21 
possible holding periods with positive real returns. 
The same can be said of the real entity rates of 
return (Table 4) but, as already mentioned, two of 
these positive rates were close to zero. 

A further comparison of the 1981 columns of 
Tables 4, 5 and 6 suggests the presence of a reverse 
leverage effect (lenders being subsidised by share- 
holders) for the 5, 4, 3, 2 and one-year holding 
periods to 1981. A reverse leverage effect is always 
a serious possibility if there is debt-equity substi- 
tution caused by uncovered dividends when a 
firm’s total market value is not increasing in real 
terms. 


Mr. Egginton’s criticisms of CFA 


Turning finally to Mr. Egginton’s criticisms of 
CFA, it is hardly necessary to deal with each in 


3This is an interpretation of Table 2 which, in effect, 
requires a comparison of the LHS of the total cash flow 
identity with the equity and lender components on the RHS. 

l44Jere we ignore the minorities’ half matrix because their 
returns may be strongly influenced by the balance sheet values 
that have been used as illustrative proxies for their market 
values. 


106 


Table 4 
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Royal Dutch/Shell: entity rates of return (real terms) 


Sold 
Bought 
1974 
1975 
1976 
1977 
1978 
1979 
1980 


Table 5 


1975 


26.98 


1976 1977 1978 
11.54 
6.54 
0.24 


17.24 


9.81 
1.78 
— 13.93 


23.32 
19.68 


1979 


4.82 
—0.52 
— 6.89 
—2.94 

— 20.37 


Royal Dutch/Shell: lender rates of return (real terms) 


Sold 
Bought 
1974 
1975 
1976 
1977 
1978 
1979 


1975 


— 4.58 


1976 1977 1978 
— 1.48 
—9.04 


—$.05 


1.00 
2.12 
—0.09 
8.16 


2.20 
8.80 


1979 


— 2.78 
—2.38 
— 5.74 
—4.59 
— 16.31 


1980 


4.39 
0.01 
— 4.67 
— 1.23 
—9.49 
2.19 


1980 


— 4.99 
—5.05 
— 7.86 
—7.81 
— 14.04 
— 12.35 
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1981 


—2.09 
—1.76 
—3.44 
—2.46 
— 5.22 
— 0.87 


1980 


Table 6 


11.46 


Royal Dutch/Shell: shareholder rates of return (real terms) 


Sold 1976 1977 
Bought 
1974 
1975 
1976 
1977 
1978 
1979 


1980 


1975 


51.27 37.84 


25.01 


Table 7 


16.95 
1.64 
— 18.32 


1978 1979 1980 
18.16 
7.73 
—0.61 


22.38 


9.27 
—0.71 
—8.94 
=. 

—24.79 


9.67 
1.42 
—4.55 
1.24 

= 878 
12.25 


Royal Dutch/Shell: minorities rates of return (real terms) 


Sold 
Bought 
1974 
1975 
1976 
1977 
1978 
1979 
1980 


1975 1976 1977 


—9.06 —1.05 


9.98 


2.94 
11.27 
12.61 


detail. The contention that the CFA model cur- 
rently advocated by the writer is incapable of 
measuring ex post performance, and that it cannot 
cope with the impact of inflation on financial 
performance, are views that do not stand up to 
serious analysis. 

There is also no substance to the objection that 
CFA is exclusively concerned with flows and 





1978 1979 

4.60 
10.99 
11.52 
10.40 


4.10 
8.62 
8.16 
6.01 
2.09 


largely ignores the need of a financial position 
statement disclosing asset and liability values. As 
illustrated above, the financial position statement 
of a going concern is a statement showing the debt 
and equity components of its total market value. 
Market values represent the best unbiased esti- 
mates of the value of the unexpired benefits of its 
existing asset stock. The relative market values of 
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debt and equity also provide an incisive indication 
of additional debt-raising capacity, i.e. the ability to 
substitute further debt for equity. This is not to 
deny the importance of a statement of the real- 
isable values of a firm’s assets and liabilities—its 
value in exchange. Should the latter consistently 
exceed its going concern value (value in use) the 
implication may be that the firm should be dis- 
membered or at least put under new management. 
The appropriate foundations for representing these 
mutually exclusive courses of accion are well estab- 
lished in economics. It is therefore rather naive to 
argue, that ‘...for cash flow the corresponding 
stock at the end of the accounting period must be 
the entity’s cash holding’. 

Apropos of the criticism that CFA cannot avoid 
the ownership emphasis, two points can be made. 
In the first place, the case for avoiding the owner- 
ship emphasis in corporate reporting is by no 
means clear cut. If personal or institutional owner- 
ship is an observable fact of life, the interests of 
accountability (in every sense of the word) are not 
served by pretending that the situation is somehow 
different. This is not to gaimsay the fact that 
employees may, albeit with limited tenure, have 
prior claims on expected cash inflows. But, in the 
second place, the Lawson CFA. model makes the 
clear distinction between economic, i.e. entity, per- 
formance on the one hand, and zhe financing of the 
firm on the other. A further analysis of operating 
cash flows is the remaining skort step to a uni- 
dimensional (cash flow) value added statement. 

The contention that CFA does not circumvent 
the allocation problem is, in tae writer’s view, a 
complete red herring. The CFA model advocated 
by Lawson is entirely allocation free. There is no 
matching problem. Payments and receipts are 
recorded at the points in time at which they are 
made and received respectively. No form of allo- 
cation whatsoever is involved in this process. To 
describe the classification probl2m as an allocation 
problem is to confuse things that may occasionally 
be subject to classification error with costs and/or 
revenues that can only be allocated, as in the 
classical example of joint costs in the chemical 
industry, on a basis which is wholly arbitrary. To 
criticise CFA because it repcrts operating cash 
flows, capital expenditure, liquidity changes and 
tax payments as separate components of entity 
cash flows, on the grourds that such a 
classification requires allocations, is to ignore un- 
ambiguously definable classification criteria and to 
play semantic games. Classification is the crucial 
aspect of financial statement presentation that is 
intended to facilitate performance interpretation. 
Hence, any suggestion that classification should be 
abandoned as a means of circumventing a dubi- 
ously defined allocation problem throws out the 
baby with the bath water. 

All forms of arbitrary allocation can and should 
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be avoided. Thus, the assignment of data to 
specific sub-divisions of an entity can always be 
based on clearly defined principles and never needs 
to be tainted with arbitrary bases of allocation. 
There is absolutely no need for the arbitrary 
allocations advocated by the FASB in its recom- 
mendation on segment reports which themselves 
can be suitably classified. 

The contention that ex ante CFA has severe 
limitations can be levelled against any form of ex 
ante accounting. There is clearly nothing in CFA 
which gives it special predictive power and, as far 
as is known, nobody has ever claimed that it has. 
What can however be argued is that companies 
should plan on'a multiperiod cash flow basis. It 
is not difficult to demonstrate that, under fairly 
general conditions, there can be significant 
differences between the ranking of alternative plans 
on accruals and cash flow bases respectively. This 
is another way of saying that, used as corporate 
financial objectives, wealth maximisation and 
(multiperiod) ROI maximisation will not signal the 
same set of decisions. Any attempt to demonstrate 
the superiority of an ROI objective function would 
need to controvert established economic ortho- 
doxy. | 

Mr Egginton’s suggestion that cash flows are not 
uniquely amenable to discounting, because a 
‘suitably-adjusted’ all-embracing income measure 
also has this property, in no way rebuts the 
foregoing proposition. The ‘suitable adjustment’ in 
question is a transformation which ensures that, 
given the firm’s cost of capital, the present value of 
income is equal to the present value of the corre- 
sponding sequence of cash flows. 

In conclusion it is appropriate to emphasise the 
importance of Mr. Egginton’s recent challenge to 
CFA. As recently suggested elsewhere, CFA is here 
to stay. It has not only gained an increasing 
number of adherents in recent years, but has also 
been developed in different directions by a number 
of its proponents. It is important that its present 
rapid evolution should be held clearly in view. 
Replying to Mr. Egginton helps to achieve this. 
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Cash Flow, Profit and Performance 
Measures for External Reports: A Rejoinder 


D. A. Egginton 


In this issue Lawson and Lee comment on the first 
part of a paper (Egginton 1984) which was con- 
cerned to show that profit measurement, despite its 
undoubted problems, offers certain performance 
information that is not available from cash flows. 
It is hoped that this response will clarify those 
aspects which have caused them difficulty. 

Before turning to our three-way differences it 
may help to note the extent of our common 
ground. We all agree that inclusion of statements 
of cash flows and net realisable values (NR Vs) in 
external reports would provide information for 
users. We might also agree that the former would 
be substantially (although not entirely) 
presentational, because cash fow protagonists 
already make estimates from published accounts, 
but NRVs would give new infcrmation. 

Our differences arise on the roles which such 
information can be expected <o play. Egginton 
(1984) attached importance to the 
liquidity/realisability and financing information of 
cash flows and NRVs but objeczed to the displace- 
ment of profit from many presentations of cash 
flow accounting (CFA) and the absence of a role 
for entry-price based profit mzasures in all ver- 
sions. Thus Lawson and Lee occupy the narrower 
informational standpoint, which is hardly con- 
sistent with Lee’s criticism tha: performance was 
too narrowly defined. The deficiency of profit based 
on the assumption of separable asset values was 
explicitly recognised,’ and of course there is much 
scope for supplementary perfarmance data (pro- 
vided benefits exceed costs) but Lee’s examples 
from Kaplan (1983) shed no light on the relative 
informational merits of CFA and external reports 
which include profit measures. 

The other main points raised by Lawson and Lee 
will be considered in turn. 


Concentration on earlier work 


Both Lawson and Lee complain that excessive 
attention was given to their earlier work. If that 
attention was indeed excessive, their comments will 





'Page 101, final sentence of the first paragraph. 


raise fresh fundamental points which affect the 
analysis; the reader must be the judge of whether 
that is true. 

The paper was presented at a conference in 1982 
and accepted for publication early in 1983, so it is 
unrealistic to imply that consideration should have 
been given to the 1983 and 1984 output of Lawson 
and Lee. However, although that material would 
have marginally influenced the form of the argu- 
ments it would not have affected the substance. 
For example, Lee is now more cautious about 
equating entity cash flows with distributability and 
avoids the phrase ‘allocation-free’, but Lawson is 
not so inhibited. 

Lee’s suggestion of undue concentration on his 
1972 paper will puzzle anyone who compares the 
single textual reference to Lee (1972) with the 18 
made to his more contemporary material (Lee 
198la, 1981b, 1981c, 1982, in the original format). 
Certainly there was concentration on cash flows, 
for which much use was made of the survey of 
some 50 articles in Lee (1981a). The substantive 
difference of Lee (1981b) in incorporating NRV 
was acknowledged several times, but NRV is 
neither cash nor flow in the normal meaning of 
those words. It raises exit price valuation issues 
which were given some attention, and in any case 
NRV has not become an integral part of all Lee’s 
treatments of CFA (e.g. Lee (1983) and Lee/Stark 
(1984)). 

Ex ante cash flows were given fuller consid- 
eration than they have recently received from CFA 
proponents because a fundamental justification 
still often advanced for ex post CFA is its consis- 
tency with the present value criterion of corporate 
decision making. If advantage is to be taken of that 
consistency for performance purposes a connection 
must be made between ex ante and ex post cash 
flows, which requires comparing the two. For 


7On page 99, ‘... proposals of considerable significance for 
CFA have recently been made by Lee (1981b)’, on page 106, 
‘Lee (1981b) has proposed a solution to the position statement 
problem which rescues CFA from some of its limitations’, and 
later on the same page, ‘This is to be welcomed to the extent 
that...’, and on page 110, ‘The proposal by Lee (1981b) aims 
at rescuing CFA by reinstating a profit measure of sorts and a 
corresponding position statement’. 
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internal performance reporting, cash flow com- 
parisons are viable (although normally over rela- 
tively short time scales) because management has 
awareness of opportunities and available resources 
(including human resources) when the ex ante 
flows are specified. The paper demonstrated that 
for external reports users who have no knowledge 
of the assumptions of the original forecasts are 
unable to make performance judgments on flow 
data without closure values. Thus the cash flow 
decision connection fails. Lawson has apparently 
not seen the significance of this, because he repeats 
the multi-period cash flow decision argument to- 
wards the end of his comments. 

Reference to the lengthy controversy between 
Moore (1980) (1981a) (1981b) and Lawson/Stark 
(1981a) (1981b) was excluded because it was con- 
sidered that their debate on the underlying causes 
of the decline in equity prices in the 1970s raised 
much broader issues than the content of external 
reports with which the paper was concerned. It was 
not envisaged that Lawson would adopt the fatally 
circular argument that because ‘the magnitude, 
timing and value of unexhausted benefits 
of...expenditure is best left to the market’ the 
problem of giving information to the market on 
unexpired benefits can be resolved by disclosing 
‘the opening and closing total market values...in 
a multiperiod cash flow statement in order to make 
the connection between capital investment and 
changes in the value of the business’. This circu- 
larity fails to recognise that the market cannot 
arrive at values in the absence of information; if 
the market value at a particular point in time is 
already known, the information is not needed to 
form the market value. 

However, since the market value connection 
provides the foundation for Lawson’s comments 
and his Royal Dutch Shell (RDS) calculations, 
some further aspects deserve consideration. 


Cash flows and stock market data 


Lawson’s statement that value of unexpired 
benefits is best left to the market implies accept- 
ance of stock market efficiency at the semi-strong 
level at which share (and debt) prices fully reflect 
both past prices and published information. In that 
context disclosure of past market values in external 
reports would therefore bring no new information, 
although there might be cost arguments for 
reflecting the data back to investors in a particular 
way. The extensive rate of return calculations 
which Lawson applies to RDS are concerned with 
the results of stock market performance, a legiti- 
mate matter in its own right, but with little bearing 
on the information content of CFA. The rates of 
return calculations can be made without the help 
of cash flow statements. 
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Furthermore, care must be exercised in the 
assumptions made about a firm’s management 
performance when using data affected by market- 
wide cyclical movements, as is implicitly recognised 
in Lawson’s reference to ‘historically low equity 
market values’ to explain why the RDS 7-year real 
rates of return are positive but those for all shorter 
holding periods are negative. 

There has, of course, been considerable market 
based research on the information content of ac- 
counting reports. Much of that research involves 
matters outside the present issues, but some 
conclusions of the Lev/Ohlson (1982) survey are 
relevant here: 


Accounting data convey useful and timely 
information to investors. While this conclusion 
definitely holds for [historical cost] earnings 
data, the marginal contribution of the volu- 
minous nonearnings data published in financial 
reports is still largely unknown (p. 250). 

Given strong beliefs, particularly among 
some practitioners, that cash flows reflect better 
than accrual earnings the economic realities of 
a firm’s performance, it is surprising that so 
little empirical research has been devoted to this 
issue (p. 265). 


Thus appeal to the market does not help CFA 
in the present state of knowledge. It must also be 
admitted that it gives only marginal comfort to 
current cost earnings (e.g. Skerratt/Thompson 
1984). | 


Cash flows, NRVs and position 
statements 


In contrast to Lawson, who believes that NRV 
‘can only validly be used as a terminal value if a 
company has actually terminated its activities by 
selling its assets’, Lee attaches considerable im- 
portance to the use of NRVs as ‘unrealised cash 
flows’ which provide terminal values. Despite Law- 
son’s stricture, there seems no reason to amend the 
previous recognition that there can indeed be a 
performance role for realisable profit, but Lee’s 
comments only reinforce the view that the nature 
of this measure should be recognised. 

Lee states that “The use of net realisable values 
(which are potential cash flows) appears to remedy 
the situation. They also allow the measurement of 
realisable profit, which, in Lee’s system, is ex- 
plained as a measure of total cash flow.’ It must be 
reiterated that NRV is neither cash nor flow, so it 
is dangerous to call realisable profit a measure of 
total cash flow, or the statement containing it ‘one 
of cash flow’. However, if the terminology could be 
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made more accurate, there would be no obstacle 
(or advantage) to arriving at the profit of £45 in the 
manner of Lee’s second table, brt there was never 
any suggestion that such a route was closed. The 
point of the original example still remains valid 
when CFA does not incorporate NRVs, as do the 
reservations about the use of CFA without a 
position statement (e.g. Lee 1983). 

Lee explains that his use of NRV ‘does not 
assume continuity of activities currently under- 
taken but does assume continuity of the entity’, so 
he considers it is wrong to suggest that the re- 
sulting amounts would be liquidation values. This 
refers to a suggestion that Lee’s approach could 
perform a very useful role in infcrming users about 
the firm under a ‘liquidation scenario’. The point 
of this is that aggregate amounts in reports would 
provide estimates of what would be realised if all 
assets were sold. An entity could continue by 
acquiring a new set of assets, but the probability of 
that occurrence does not seem high enough to 
require a basic assumption of continuity. 


Formats and distributions 


Lee objects to the concentrétion on a format 
‘similar to that of a profit statement’, which shows 
deduction of capital payments. interest, tax and 
dividends to give net borrowing. The reason for 
that emphasis was partly because the RDS exam- 
ple was inspired by Lee’s (1981c: format and partly 
because Lawson also adopts a similar format (e.g. 
Table 2 of Lawson’s comments). The emphasis 
also accorded with the implied intention of phrases 
like ‘distributable cash flow’ which appeared in Lee 
(1981b). | 

The differences between the formats are com- 
parable to the differences between the vertical or 
horizontal formats of profit statements and bal- 
ance sheets. Certainly the ‘hozizontal’ cash flow 
format avoids the danger of the naive reader 
focusing on the bottom line. But it was the ques- 
tion of whether the cash flow statement is used in 
conjunction with some estimation of the con- 
sumption of (or changes in) non-cash resources 
which was the point of the RDS example. It was 
the implication that CFA could be used in isolation 
to make judgments on the validity of the desti- 
nations of cash flows which was under criticism. 

Lawson has no hesitation in saying that the RDS 
accumulation of debt was caused by uncovered 
dividends (rather than, say, net capital outlay) but 
since he goes on to put that statement into the 
context of market value based debt ratios there 
may not have been any implication that dividends 
should have been constrained Given the market 
value context in which Lawson makes his RDS 
analysis, he avoids the pitfalb of using CFA in 
isolation. But, as was pointed out earlier, external 
reporting which depended for its central rationale 
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on feeding back market information to the market 
would be fatally circular. 


Cash flows and allocations 


One fundamental justification which has been 
advanced for CFA is that it is allocation-free, a 
phrase that Lawson adopts in his comments. The 
purpose of the relatively brief consideration of 
allocation was to show that the issue is far less 
clear-cut than is often implied. Lee now appears to 
agree. He also appears to be agreeing with the 
fundamental thesis of the Egginton paper that cash 
flow and profit data have different functions when 
he says “Because cash flow accounting is concerned 
with the receipt and consumption of cash...it is 
wrong to compare it in any way with profit ac- 
counting.’ 

On classificatory allocations Lawson seems to 
accept the arguments which were advanced, be- 
cause he states ‘any suggestion that classification 
should be abandoned...throws out the baby with 
the bathwater’. The suggestion that classification 
should be abandoned was, of course, examined 
because it emanated from Lee (1982). 


Avoidance of ownership emphasis 


Lawson has the mistaken belief that it was said 
that ‘CFA cannot avoid the ownership emphasis’ 
and Lee is equally mistaken in referring to the 
‘doubts of Egginton regarding the ability of cash 
flow presentations to de-emphasise the ownership 
orientation’ (italics added in both cases). The 
reservations on this score were expressed about the 
usual presentations of CFA,‘ and a paragraph in 
the value added section of the paper explained how 
a value added version of cash flow could give 
explicit recognition to employee rewards.’ This 
explanation does not seem to have influenced the 
presentation in Lee’s comment, where employee 
rewards are still markedly absent. 

However, it is important to note that the value 
added discussion then proceeded to question the 
wisdom of providing statements which do not 
reflect the realities of control. Therefore on this 
aspect the conclusions were in agreement with 
Lawson’s comment that ‘if personal or institu- 
tional ownership is an observable fact of life, the 
interests of accountability...are not served by pre- 
tending that this situation is somehow different’. 


Changing prices 


On the question of changing prices, Lawson agrees 
that a multiperiod cash flow statement ignores 
opening and closing unexpired benefits of capital 
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expenditure. Although he would disclose NRVs, he 
apparently does not see them as providing terminal 
values in updated prices. Instead the value question 
‘is best left to the market’, the circular solution 
which was met before. 

Lee objects that the use of NRVs makes it 
possible to incorporate unrealised price changes 
into the system. It was never suggested otherwise. 
But what was said was that, because cash trans- 
actions reflect the prices of the period in which they 
occur, it does not follow that cash flow accounting 
offers a solution to the price/inflation accounting 
problem.® To repeat, NRY is not cash or flow and 
NRV is not invariably presented as an adjunct to 
CFA. The exit price solution is, of course, a long 
established approach to the price change problem. 


Conclusion 


In their approaches to CFA both Lawson and Lee 
have come to recognise that cash flows alone are 
not enough. They both agree that some change in 
value of unexpired benefits ought to be incor- 
porated into flow statements of corporate per- 
formance for external reports. That was a funda- 
mental part of the arguments raised in defence of 
profit measurement, so in an important respect we 
are agreed. 

However, Lawson and Lee are themselves in 
fundamental disagreement on the value basis to be 
used: whereas Lawson argues for market values, 
Lee favours NRVs. 

Lawson is undoubtedly correct in saying that 
market value of a firm’s equity and debt provides 
an observable measure of the cash flows that a 
combination of assets is expected [by the market] 
to generate in future. But that value must first be 
formed as the result of information, in which 
external reporting plays a part; assuming that it is 
enough merely to inform the market of its own 
previous decisions falls into the circularity trap. 
That is why external reporting resorts to proxies 
for the values of unexpired benefits. 

Lee’s choice of a proxy for unexpired benefits is 
the immediately obtainable NRV. The resulting 
aggregate values would be a reflection of one 
option which was available to the firm at the 
accounting date, and as such would have informa- 
tion content. But this option does not depend for 
its validity on a connection with past cash flow 
data. Moreover, recognition that it will usually be 
more attractive to employ rather than sell assets 
means that other proxies (such as entry price), 
together with the corresponding profit, can also 
provide information. 
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The issues which have been discussed here carry 
important implications for the development of 
external reporting. It seems that Lawson and Lee 
are essentially concerned to develop ‘cleaner’ forms 
of reports which seek to avoid the judgmental 
features of conventional accounting. That is an 
entirely legitimate aim, but the dangers to be 
avoided are loss of information content and the 
substitution of different types of judgment. An 
alternative route, on which the accounting pro- 
fession is probably already set, is to provide sup- 
plementary information and cross-checks on such 
judgmental measures as profit. 
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Oil and Gas Accounting: A Review 
of the Issues and Priorities* 


T. R. Cairnie 


The significance of SFAS 69 on oil and gas 
accounting 


In November 1982 the Financial Accounting Stan- 
dards Board (FASB) published the final account- 
ing requirements governing public information dis- 
closure for oil and gas producing companies in the 
USA.' However flawed (three of the seven mem- 
bers of the Board were in disagreement with one of 
its main recommendations), SFAS 69 represents a 
remarkable achievement after years of sometimes 
acrimonious debate about appropriate standards 
for oi! and gas accounting and related financial 
reporting requirements, SFAS 69 has been adopted 
with only minor changes by the US Securities and 
Exchange Commission (SEC) to replace its disclo- 
sure requirements for oil anc gas activities. The 
Statement, apart from disclos.re requirements re- 
garding accounting policies (see Exhibit 1), applies 
only to companies within the jurisdiction of the 
SEC. 

The Statement updates and consolidates the 
disclosure requirements under SFAS 19 (see Ex- 
hibit 1, note 1) and adds two major new features, 
namely a segmental income statement and a state- 
ment of a standardised measure of discounted 
future net cash flows. The letter is similar to the 
controversial disclosure requirement under reserve 
recognition accounting, which the SEC has now 
eliminated from its accounting regulations under 
the Securities and Exchange Act. 

The North Sea basin is one of the areas where 
US companies are heavily involved, and as a high 
proportion of companies qroted on the London 
Stock Exchange are subject to US regulations, UK 
investors may find that they have to turn to US 
corporate reports for information on a vital part of 
the UK economy. Thanks to the UK Finance Act, 


*The author is grateful to two reviewers for their helpful 
comments on a previous draft. 

‘Statement of Financial Accounting Standards No. 69. Disclo- 
sures about Oil and Gas Producing Activities, an amendment to 
FASB statements 19, 25, 33, and 39, issued November 1982. 


ABR 15/58—D 


1983, greater leniency in the UK taxation of oil 
and gas exploration companies 1s likely to lead to 
greater exploration expenditure in the North Sea 
area. As a consequence, stock market activity in oil 
and gas stocks will intensify and with it the de- 
mand for accounting information. The time is 
therefore opportune to review the position which 
UK oil and gas accounting has reached and to 
assess the potential benefits of an initiative in 
standard setting in oil and gas accounting in the 
UK. 


The Wider Relevance of Oil and Gas Accounting 


Although the accounting literature contains 
many references to unique aspects of the oil and 
gas industry—the large scale nature of project 
investment, higher. risk and..the extended_pro- 
duction cycle—more recently there has been a ten- 
dency to regard the issues of oil and gas recovery 
as non-unique (Wallace 1981, Bernstein 1983) and 
to seek analogues in other value-based industries, 
namely the insurance industry, the aerospace in- 
dustry (Morris, 1975), and motor manufacturing 
(Nethercott, 1976). Generally, most writers are 
prepared to acknowledge the special pre- 
production facets of oil company activities and 
none more eloquently than Brooks (1976): 


Unlike manufacturing or farming there is a 
stage prior to production (or, perhaps better, 
two stages of production) which involves the 
creation of mineral reserves and resources—that 
is the discovery through exploration or the 
development through technologic research of 
potentially useful mineral resources. 


The oil industry characteristics of risk, delayed 
production and non-specific causality have self- 
evident affinities with the main features of research 
and development activity. The approach of stan- 
dard setters to research and development account- 
ing is reminiscent of the successful efforts approach 
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in oil and gas accounting.’ Nevertheless, research 
and development accounting and oil and gas ac- 
counting have for practical reasons been dealt with 
as two separate areas, both in the UK and the 
USA. 


The UK Contribution 


The demand for reserve quantity information 
has a long history traceable as far back as Paton 
and Littleton (1940), the last step in reserve quan- 
tity disclosure having been taken by SFAS 69. In 
the UK, the recommendation to provide reserve 
quantity information in the Draft Guidance Notes 
(ASC, 1980) is the only contribution to oil and gas 
reserves disclosures yet considered by the Account- 
ing Standards Committee (ASC).’ The degree of 
analysis of reserve quantities required by SFAS 69 
is far-reaching, calling for information on move- 
ments in proved reserves, distinguishing revisions 
in estimates from movements arising from new 
discoveries. Moreover the disclosure of value infor- 
mation is an area where oil and gas accounting has 
made a notable contribution. Interest in value 
accounting in the oil and gas industry was stimu- 
lated by the SEC’s decision, in 1978, to mandate 
reserve recognition accounting for a trial three- 
year period. 

The issue of full cost v. successful efforts ac- 
counting that dominated the public debate from 
1971 up to the publication of SFAS 19 remains 
unresolved. Not only can companies continue to 
follow either the full cost or successful efforts 
methods under SFAS 69, but the very nature of the 
difference is still the subject of debate. Is it- an 
allocation problem (Steers, 1977), a cost centre 


7In successful efforts accounting only costs of acquiring, 
exploring and developing reserves that are subsequently estab- 
lished to be commercially viable within the limits of existing 
technology (i.e. proved reserves) are capitalised. However, 


surveying costs (geological and geophysical costs) are expensed. | 


In full cost accounting all exploration and other costs incurred 
in developing oil and gas reserves that fall within a large 
geographical area, sometimes the world, are capitalised. The 
main difference between the two methods arises in the definition 
of costs to be capitalised at the exploration stage. There is 
general agreement that all development costs, even unsuccessful 
development costs, should be capitalised. Moreover the basis 
for classifying individual costs varies widely. There is no 
conclusive evidence that differing classificatory policies result in 
material differences in aggregated information in financial 
reports. Where capitalised costs exceed the underlying realisable 
value of the oil and gas reserves, a ‘cost ceiling’ is imposed 
under full cost accounting under exisitng SEC rules. The costs 
capitalised are amortised as the oil and gas reserves are 
exhausted. 

3A Statement of Proven Recoverable Reserves and Net Capital 
Investment, which was suggested by Norton and Rowe (1978), 
goes beyond the ASC proposal by combining reserve quantity 
information and costs incurred in finding and developing. the 
reserves in order to enable unit costs to be calculated. It was 
claimed that this would go some way towards providing a 
common basis for judging the relative success of different 
companies’ exploration activities. 
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definition problem (Myers, 1974 and Patz and 
Boatsman, 1972) or a problem of representational 
faithfulness? SFAS 69 and its forerunners have 
given US oil and gas accountants prescribed meth- 
ods for both full cost (SEC, 1978) and successful 
efforts (FASB, 1977). Meanwhile company-level 
policy disclosure is seen as a solution to the 
problem. 

The mainspring of debate over reserve recog- 
nition accounting was the US Energy Policy and 
Conservation Act of 1975 (EPCA). A late amend- 
ment to the EPCA legislation proposals placed 
responsibility for developing, and thereafter im- 
posing, a uniform financial reporting system for oil 
and gas companies on the SEC, and permitted the 
SEC to delegate the task to the FASB. Uniformity 
was interpreted as meaning the dual requirements 
of general applicability and priority for the system 
in the reporting of results of oil and gas companies. 
The uniformity requirement still exists on the US 
statute book, but does SFAS 69 meet the require- 
ments of the Energy Policy and Conservation Act? 
SFAS 19 followed the mainstream of professional 
and research thinking in recommending a success- 
ful efforts solution, but was by-passed by the SEC 
precisely because SFAS 19 adopted the historical 
cost accounting conventions of asset definition. 
The SEC view at the time was that such a basis was 
inadequate to measure performance at both man- 
agement and corporate levels—both crucial to the 
investment decision-making affecting the flow of 
resources in the economy and the operation of the 
financial markets.* 

SFAS 69 requirements were not reached unani- 
mously. SFAS 69 contains a minority report signed 
by three of the seven Board members that is critical 
of the value-based disclosure elements in the pro- 
posal on two major grounds: first, that they lack 
reliability, which, in the terminology of the concep- 
tual framework means that they lack both repre- 
sentational faithfulness and verifiability, and sec- 
ondly, that they depend on management forecasts 
and hence do not have validity as benchmarks for 
judging managerial or company performance. 

SFAS 69 as a co-operative initiative was 
prompted by the perceived necessity to reduce 


“The SEC reserved the right to reconsider the issue of a 
uniform method of accounting for oil and gas producers after 
the results of FASB’s conceptual framework project was com- 
pleted ‘in the belief that the concepts developed there would 
have a significant impact on the ultimate resolution of that 
question’ (SEC, 1981). There is the evidence of the minority 
opinion in SFAS 69 to prove the importance of representational 
quality as a key concept, but Solomons (1981) has also 
identified the realisation concept as important. Both concepts 
are central to the conceptual framework (FASB, 1980). 
Throughout the history of the development of oil and gas 
accounting rigorous attempts have been made to establish a ` 
linkage with the prevailing conceptual framework. Accordingly 
over time oil and gas accounting mirrors the changing theoretic. 
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regulation overload. It demonstrates that not all of 
the problems of estimating reserves, discount rates 
etc. have had to be overcome (Adkerson, 1978) 
before consensus on meaningful disclosure can be 
achieved. Yet little or no advance has been 
achieved at the foundation lev2l beyond that of 
Welsch and Deakin (1977) irto the bases for 
evaluating a measurement methodology for essen- 
tially irreplaceable assets such as oil and gas re- 
serves. In particular, Welsch and. Deakin consid- 
ered the issue of selecting an appropriate discount 
rate for future oil and gas revenues. They proposed 
the use of an arbitrary rate of 8° with flexibility 
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of + or —2%. The SEC’s proposal for reserve 


recognition accounting mandated 10% as ‘an arbi- 
trary but justifiable rate’, while SFAS 69 also 
prescribes 10% as ‘fair and reasonable’. 

Residual problem areas remain which for their 
resolution require developments in disclosure tech- 
nique with wider application beyond the domain of 
oil and gas accounting, e.g. the presentation of 
value ranges (Cooper, Flory, Grossman and 
Groth, 1979), more relevant measurement indi- 
cators such as the average energy price required 
to maintain reserves and profitability, and reserve 
volumes required to yield various target 


Exhibit 1 


Main Supplementary Disclosure Components of SFAS 69 


1. Aggregate capitalised costs relating to oil and gas producing activities. 


This comprises aggregate Historical costs of exploration, namely licence acquisition costs, exploration 
drilling, and related overhead costs (under the full cost method, pre-exploration geological and 
geophysical survey costs would also be capitalised); and aggregate depreciation in respect of equipment, 
depletion and other write-ofis. The aggregates are required to be analysed into proved and unproved 


categories, and by geographic location. 


2. Costs incurred during the year in acquiring exploration and production licences, for exploration and 
development, whether capitadsed or charged to expense, including depreciation of equipment. 


The historical cost information under this head is required to be analysed by type (lease acquisition, 
exploration or development), showing separately purchase costs of proved reserves. 


3. Results of operations for the year in respect of oil and gas activities. 


It is necessary to show separately revenues, production costs, exploration expenses, depreciation and 
write-offs, and taxation. General non-operational company overheads are not taken into account for 
this purpose. A geographical analysis by location is required. 


4. Proved oil and gas reserte quantities. 


A reconciliation of opening and closing aggregates is required, analysed into developed and 
undeveloped reserve categories (oil reserves being disclosed separately from gas), by source of 
movement—revision of previous estimates, purchases, sales, etc.—and by geographic location. 


5. A standardised measure 2f discounted future net cash flows. 


The discounted present value of future net cash flows relating to the above aggregates of proved oil 
and gas reserve quantities at the end of the period, using a discount rate of 10% and year-end prices, 
development and other costs, and taxation; a statement analysing the movement in the year by 
cause—revision of estimates, sales, etc.—is also required. 


Note: 


(1) 1, 2 and 4 were requirements of SFAS 19, with the exception of the geographic analysis. The 
definitions of accounting terminology and of proved and unproved reserves are those promulgated in 


SFAS 19. 


(2) 3 and 5 are consistent with the SEC’s now abandoned reserve recognition accounting proposals 
except that an income measure based on changes in values (the Earnings Summary) does not appear 


in SFAS 69. 


(3) All oil and gas companies, both quoted and unquoted, must disclose their accounting policies with 
regard to the method of eccounting for costs incurred and the disposition of these costs. 
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profitability rates (Guernsey, 1977). Also, the 
' problems associated with verifying the evaluation 
of petroleum reserves and mineral deposits 
(Wooddy, 1969) are due for reappraisal in the light 
of recent technological advances in analysing com- 
plex stratographic results which increase the speed 
and quality of seismic interpretation (Shell, 1983). 

Massive institutional interest by the American 
Petroleum Institute, the Department of Justice, the 
SEC, the FASB, and the Accounting Principles 
Board has facilitated the flow of resources, both 
public and private, into research into oil and gas 
accounting, including public hearings in the USA 
by the SEC, the Department of Energy and the 
FASB. Taken with investigations by individual 
researchers, the concentration of research effort on 
one accounting problem is probably unequalled in 
the history of accounting research. Some of the 
main fruits of the research are now considered. 


The momentum of empirical research in oil 
and gas accounting 


(1) The Survey Approach 


Early studies in oil and gas accounting consist 
mainly of surveys of financial reporting practices. 
They illustrate well how the process of selection 
and editing creates the strong impression that it is 
the best practice that is being surveyed. Profes- 
sional firms have extended surveys of opinion in 
recent years by sampling the financial reporting of 
major oil and gas companies, who happen to be 
clients of the firm sponsoring the survey. Other 
more objective research studies that involve the 
periodic survey of the financial reports of major oil 
and gas companies (Most, 1979 and 1982) have 
provided some evidence of the degree of compli- 
ance with existing standards. 

The practices surveys in 1965, 1967 and 1974 by 
The American Petroleum Institute demonstrate the 
close involvement of the engineering profession in 
the USA in accounting issues, in particular, the 
amortisation of drilling expenditure. 

Another, and less academically respectable form 
of empirical study (but one which makes in- 
creasingly sophisticated use of academic research 
and terminology), is constituted by the ad hoc 
special pleading sort. The Price Waterhouse survey 
(1979) was particularly effective in giving expres- 
sion to the accounting profession’s objections to 
reserve recognition accounting. Again, Porter’s 
sponsored investigation (1980) into the reliability 
of reserve estimates appears to have carried weight 
with the SEC in its decision to abandon reserve 
recognition accounting in the primary financial 
reports. 

Going beyond merely the client survey, the Peat 
Marwick Mitchell survey (1979) found that 90% of 
the investment analysts surveyed thought that re- 
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serve quantity and value information would be 
useful, and moreover 54% thought that the Earn- 
ings Summary required under reserve recognition 
accounting would give significant additional infor- 
mation. However respondents: clearly had supple- 
mentary disclosure in mind, for they were not in 
favour of replacing historical cost accounting in 
the primary statements of oil and gas companies. 
It is uncertain how much opinion surveys of this 
kind influence standard setters, themselves strongly 
representative of the professional accounting firms 
in the USA. 


(ii) Model Construction in Oil and Gas Accounting 


Model construction is a research methodology 
that has had important applications in oil and gas 
accounting. Models have been used to test success- 
ful efforts (Porter, 1965), full cost (Myers, 1974), 
and value accounting (Klingstedt, 1974). The chal- 
lenge in the methodology lies in abstracting from 
empirical reality sufficiently to be able to focus on 
certain phenomena while at the same time con- 
tinuing to represent as much as possible of the 
natural complexity in a situation. Myers’ findings 
supporting full cost accounting contrast with those 
of Porter, who came to the opposite conclusion 
using the same model and the same data! The 
success of the model lies in the ease of inter- 
pretability of its results as the following examples 
illustrate. 

Porter (1965) considered success rates in discov- 
ering oil and gas reserves in the context of a set of 
accounting policy alternatives of full cost and 
successful efforts and measured the effect on the 
return on investment at several stages of field 
development. Porter’s results in year 16 of the 
model are interesting in that so-called ‘maturity’ 
has been reached since (a) reserves discovered 
equate with production, and (b) the four variants 
of successful efforts and full cost accounting pro- 
duce identical net income figures. Return on in- 
vestment for companies employing the extremes of 
full cost and successful efforts accounting are at the 
extremes of variability from 11% to 62%, while 
companies with more conservative versions of suc- 
cessful efforts, particularly those using the field 
cost centre favoured by Porter, succeed in main- 
taining constant returns of between 17% and 21%. 
This example illustrates the dependence of the - 
model building approach on the existence of some 
degree of consensus about economic expectations 
and the circularity in drawing normative con- 
clusions from its results. 

Myers’ version of the Porter model permitted an 
analysis of the causes of improving success rates 
between increasing the number of wells drilled as 
opposed to obtaining higher yields from discov- 
eries. When the success in finding oil and gas 
reserves ts increased, the full cost based measure 
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shows a gradually improving position, whereas the 
successful efforts based results flactuate depending 
on whether the success rate arises from increasing 
the number of wells drilled or frcm improving their 
quality, i.e. obtaining higher yields from discov- 
eries. 

Klingstedt’s model (1974) is based on the as- 
sumption that the smoothing efect sought in the 
Porter and Myers models as affording greater 
representational quality is an illusion. Statistics of 
earnings per share based on cil and gas reserve 
values were found to be more significant than those 
based on historical cost accounting information. 
The final recommendation of this research was the 
dual reporting of both historical cost accounting 
and value-based information. 


Manipulating the Historical Cozt Accounting Model 


A quasi-model approach tc understanding the 
effects of different accounting methods became 
available when the SEC specified the permitted 
methods for full cost and successful efforts ac- 
counting, although under the regulations cor- 
porate managements were permitted some 
flexibility. 

Using published adjustments and applying these 
retrospectively to previous years’ income, Lilien 
and Pastena (1981) demonstreted that changing to 
‘successful efforts accounting could result in dra- 
matic effects, ranging up to an increase of 127% 
in net income even when the movement was 
by existing successful efforts companies seeking 
to comply with the new regulations. Lilien and 
Pastena noted with interest that one company went 
as far as to change over to full cost because the 
mandated full cost rules were closer to their version 
of successful efforts accounting than were the 
mandated successful efforts rules. The magnitude 
of the accounting movements revealed by this 
investigation into intra-method comparability con- 
vinced the researchers that an investor would 
require additional non-finencial information to 
discern real economic differences between compa- 
nies. 

Dharan (1984) focussed on the potential infor- 
mation content of existing value-based oil and gas 
reserve disclosures using an expectations model to 
combine information already available in the 
financial reports with other publicly available in- 
formation concerning oil and gas prices to recon- 
struct the value-based disc.osures for oil and gas 
reserves already reported. It could be claimed that 
the methodology used is -elevant in testing any 
new disclosure requirement. 

The models above exemplify the interface prob- 
lem in relating the findings to the decision making 
environment of users. On the other hand, reality 
may best be perceived as the market’s verifiable 
reaction. 
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(iii) Market Impact Studies 


The Economic Consequences of Accounting Policy 
Decisions 

Some now classic research studies of economic 
consequences have centred on the issue areas of oil 
and gas accounting. Patz and Boatsman (1972) 
looked for evidence of negative impact on the 
returns of full cost companies relative to those of 
successful efforts companies at the time of the 
announcement by the US Accounting Principles 
Board favouring successful efforts methodology. 
The mandated requirements to write off geological 
and geophysical costs as incurred and to expense 
unsuccessful drilling costs might have led to mar- 
ket expectations that reported profits for full cost 
companies would have to be revised downwards. 
The research showed no negative impact and the 
results have never seriously been challenged, even 
with the use of more sophisticated research tech- 
niques since, e.g. daily instead of weekly returns, 
and longer pre-announcement and post- 
announcement periods tested (Collins & Dent, 
1979, and Dyckman and Smith, 1979), as well as 
testing to compare mandated, as opposed to non- 
obligatory, policy changes (Benjamin and McEn- 
roe, 1983). The FASB’s own market impact study 
(Dyckman, 1979) included a full statement of the 
limitations of the market testing methodology with 
particular reference to high risk factors and size 
differences occurring in the oil and gas industry. 
Many of these variables were controlled for in later 
studies that attempted to eliminate the effects of 
industry specific factors (Kross, 1982), con- 
founding events (Lev, 1979) and total corporate 
risk (Lys, 1984). Research results have been incon- 
sistent and to some extent contentious. Collins and 
Dent (1979) excluded Canadian firms from the 
sample of oil and gas companies used by Dyckman 
and Smith (1979) because they were not affected by 
US regulations. The exclusion was later disputed 
(Dyckman and Smith, 1979). 


Discovering New Market Phenomena 


The empirical research methodologies found in 
oil and gas accounting draw heavily on established 
theory in respect of the capital asset pricing model 
and the efficient market hypothesis. Research re- 
sults pointed to the conclusion that the average 
return of full cost companies had been adjusted 
downwards at the time of publication of the ex- 
posure draft of SFAS 19 advocating successful 
efforts methodology, 1.e. that there was a ‘negative 
location shift? in returns of full cost companies in 
relation to the returns of successful efforts compa- 
nies for an extended period before reversal of the 
initial impact took place. Collins and Dent (1979), 
resisting the inference of market inefficiency, held 
that the negative location shift could be oe 
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incidence of additional administrative costs associ- 
ated with the change to successful efforts account- 
ing by full cost companies. Agency costs have also 
been suggested as a more feasible explanation 
of negative location shift (Collins, Rozeff and 
Dhaliwal, 1981). | 

The hunt for behavioural explanations is thus 
under way, and although it could prove to be as 
inconclusive as the market impact tests (Wyatt, 
1983 and Standish, 1984), the directing of research 
effort into this area should enable oil and gas 
accounting research to encompass wide areas of 
corporate practice. Theory development concern- 
ing the information effects attributable to account- 
ing related executive remuneration packages and 
restrictive loan agreements has received attention 
(Chow, 1983). Lev’s methodology (1979) used to 
identify various explanatory phenomena continues 
to be both disputed (Smith and Dyckman, 1981) 
and supported (Jain, 1983). Although efforts to 
define the informational role of mandated account- 
ing disclosures continue, enough work has been 
done to establish that it cannot be assumed that all 
accounting policy changes are irrelevant to the 
market (Benjamin and McEnroe, 1983). 

The decision of the SEC to permit full cost 
accounting during the experimental three-year in- 
troduction of reserve recognition accounting pro- 
vided the opportunity to observe further the mar- 
ket consequences of reversals of accounting policy. 
Although a ‘reversal phenomenon’ was detected at 
the date of the SEC announcement (SEC, 1979), 
the research results were unexpected to the extent 
that the market appeared to revise full cost compa- 
nies’ value significantly downwards in spite of the 
fact that full cost accounting was to be permitted. 


Smith (1981) found that the effect on full cost 
companies’ returns was not homogeneous with 


respect to magnitude or direction, but could offer 
no explanation of the causes of the market’s re- 
sponse. 

In conclusion, oil and gas accounting research 
into the economic consequences of accounting 
policies has implications outside the oil industry 
context and has special significance both in testing 
efficient market theory and in investigating the 
theoretical and empirical origins of market imper- 
fections. 


Questioning Accepted Truths 


Empirical research in oil and gas accounting is 
also well established in the USA in areas less 
dependent on the chronology of regulatory ini- 


tiatives and reversals. Accordingly such research 


could be more readily replicable in the UK. Deakin 
(1979) investigated the commonly held view that 
full cost companies are more aggressive than suc- 
cessful efforts companies and hence merit the 
higher return on investment which would be 
reflected by full cost companies in years of in- 
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creasing exploration activity. Using selected sur- 
rogates for aggressiveness, such as involvement in 
outer parts of the continental shelf, a higher degree 
of gearing etc., Deakin showed that full cost 
companies could not rationally be distinguished 
from successful efforts companies from the view- 
point of their corporate profits. 

Some of the research presupposes the naive use 
of accounting information by investors and lend- 
ers. For example, Garsombke and Allen (1983) 
carried out a study into merger activity by full cost 
companies seeking to protect their historical bal- 
ance sheet ratios by merging with successful efforts 
partners following the enforced writing off of 
accumulated exploration expenditures under 
SFAS 19. Eskew (1975) found that accounting 
measures based on successful efforts were more 
significantly associated with the market risk mea- 
sures than were the accounting measures of full 
cost companies, and attributed this to the choice 
of accounting method alone. This view was sub- 
sequently challenged (Collins and O’Connor, 1978) 
by taking into account other factors, namely the 
relative size of exploration costs to the companies’ 
total costs. When this was done the market 
measure of risk was found to correlate with the 
nature of the companies’ operations. The account- 
ing method alone was found to be a misleading 
guide to risk. 


Wide-ranging Aspects of the Research 


Multiple experimental designs and tests have 
been used (Larcker, Reder and Simon, 1983) to 
measure insider trading by individuals having in- 
side knowledge about full cost companies around 
the publication period of the exposure draft for 
SFAS 19, indicating that full cost insiders per- 
ceived that SFAS 19 would be associated with 
adverse economic consequences for their company. 
A theory of corporate lobbying behaviour is re- 
quired, as are techniques to measure the cost of 
overregulation versus the cost of ignoring eco- 
nomic inputs (Manes, 1980). 


The Empirical Research Contribution 


What then has been the main contribution of 
empirical research in oil and gas accounting thus 
far? The successful efforts v. full cost issue is a 
major test of the feasibility of reducing the number 
of accounting policy alternatives and the at- 
tainability of representational quality in financial 
reporting. 

Empirical work on market consequences is far 
from conclusive in the area of oil and gas account- 
ing. The methodology is constantly being chal- 
lenged and perfected with a view to (1) generating 
new insights as with model-building; (2) establish- 
ing new facts about attitudes and uses, as with 
surveys of expert opinion; and (3) investigating the 
validity of hypotheses concerning economic con- 
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sequences. The implications of the results of the 
research for the oil and gas incustry and for the 
financial markets, as well as the intrinsic momen- 
tum of the research in oil and gas accounting in 
recent years, have created an unprecedented de- 
mand for continuing experimentation. 


The North Sea dimension 


(1) Accounting for Off-shore Activity 


The main characteristic of off-shore oil devel- 
opment is that development costs constitute a 
higher proportion of total development pro- 
gramme costs than is the case cn-shore. The main 
implications for US accounting were discussed by 
Smith and Brock (1959). Since there is a consensus 
that development costs incurred in gaining access 
to proved reserves should be zapitalised (Brock, 
Klingstedt and Jones, 1981), fudl cost and success- 
ful efforts variants in explcration accounting 
should have a less distorting effect on UK oil 
companies’ financial results than is the case for US 
oil companies (ASC, 1980), although this remains 
to be verified. Whatever the position, the treatment 
of exploration expenditure is far from immaterial 
in absolute terms in the UK (Norton and Rowe, 
1978). Nevertheless the issues zhat are aggravated 
by the peculiar characteristics of UK off-shore 
exploration concern the valuation and disclosure 
of oil and gas reserve information. 


(it) UK Governmental Energy Policy Objectives 


Applications for successive rounds of off-shore 
oil and gas licences indicate that the international 
oil industry is keener than ever to explore in North 


Sea waters. Rounds in awarding UK licences to 
date have involved a substantial degree of dis- 


cretionary governmental allocation in order to 
ensure the speedy and expert development of UK 
oil and gas reserves. However this custodial 
approach by government shculd imply a strong 
demand by investors for information about 
corporate performance. 


(iii) The Accounting Stance: the Absence of Frame- 
works 


The UK standard setting machinery does not 
have the built in regulatory irflexibility of the US 
two tier SEC-FASB structure. Nor is the concep- 
tual baseline from which to start in the UK 
prescribed in any way. Although the fortuitous 
linking of oil and gas accounzing historically with 
inflation accounting in the IJK? has acted as a 
constraint in the past, the relevant question is 
about how oil and gas reseerch will evolve now 
that the linkage with inflation accounting has been 
broken. 


*Statement of Standard Accounting Practice 16. Current Cost 
Accounting, 1980. 
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The Draft Guidance Notes were prepared by the 
Oil and Gas Sub-committee of the ASC within the 
framework of UK current cost accounting as pro- 
mulgated in SSAP 16 (Current Cost Accounting). 
The immediate effect of this for oil and gas ac- 
counting is not only to leave unresolved the suc- 
cessful efforts and full cost aspects, but also to 
magnify inter-company variations wherever index- 
ation is applied to written-down historical values in 
the balance sheet (Norton and Rowe, 1978). 

A significant innovation proposed in the Draft 
Guidance Notes was that reserve quantity informa- 
tion should be disclosed. The format adopted was 
almost identical to that laid down in SFAS 19 (and 
in SFAS 69) in the interests of international har- 
monisation. Also the SEC definitions of proved 
reserves were adopted by implication. Disclosure 
of present values was ruled out by the Sub- 
committee because of the unacceptable degree of 
subjectivity involved in the calculations. The close 
resemblance of UK official thinking to US is not 
surprising since SFAS 19’s reserve quantity disclo- 
sure requirements have been widely accepted as an 
international standard by the oil industry itself. 

The regulatory position is more complex for UK 
registered companies after the Companies Act 
1981. Schedule 8, para. 14 has been interpreted 
as excluding the full cost approach by requiring 
costs to be accumulated ‘separately’, i.e. in wells 
and fields, thus ruling out a company wide basis 
for aggregation. Already one full cost company 
(Hadson, 1983) has felt it necessary to use the true 
and fair override to justify accounting for ex- 
ploration and development costs on a cost pool, or 
geographic area, basis. 


(iv) Priorities in UK Standard Setting and Research: 
the Ideal 


There seems little doubt that the main area of 
concern both from an investor decision making 
viewpoint and from a stewardship perspective 
must be value-based disclosure in respect of oil and 
gas reserves. The known issue areas can be 
identified in the empirical research: the inclusion of 
unproven reserves, verification, and the 
presentation of value ranges. Hopes of resolving 
these problems are generally seen as resting partly 
on the development of more reliable measurement 
techniques (Norton and Rowe, 1978, and Liddell, 
1983). The technology for the physical mea- 
surement of oil and gas reserves is developing 
continuously at company level (Shell, 1983). 

Although it may not yet be feasible to integrate 
fully advances at the technical level, steps could be 
taken to consider the SFAS 69 solution for UK oil 
and gas accounting—a desirable objective from the 
viewpoint of harmonisation. In the event, parity of 
disclosure may be sufficient reason in itself, as US 
companies involved in North Sea exploration are 
obliged to disclose value information on a geo- 
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graphic basis. Symonds (1982) points out that the 
European share of Exxon’s future net production 
revenue of $58 billion amounts to a total of $16.3 
billion, or 28% of all its exploration expenditure. 
UK investors are therefore going to have to look 
to US company reports for vital information con- 
cerning the economics and riskiness of domestic oil 
and gas companies. What information is available 
at the present time? 


(v) UK Oil and Gas Accounting: Some Evidence 


The author surveyed the annual accounts of 35 
oil and gas companies out of the 40 whose prices 
are reported daily in the London Financial Times 
in order to establish the effective level of disclosure 
by UK oil and gas companies engaged in ex- 
ploration as shown in their financial reports for 
1982. (Five companies did not reply to a request to 
supply copies of their accounts.) The survey, which 
included both UK and foreign companies, showed 
that 28.5% of the companies already complied with 
US requirements in providing information on 
quantities, values, inflation adjusted information 
and geographic analysis. The remaining companies’ 
reporting, on the other hand, could be described as 
in disarray with regard to content, definition and 
format. 


Accounting Policy Disclosure 


SSAP 2 (Disclosure of Accounting Policies) is 
designed to ensure that UK companies where 
appropriate include statements of accounting pol- 
icy on oil and gas exploration expenditure. The 
resulting level of disclosure in the author’s sample 
provided evidence that there was almost as much 
division of opinion on the successful efforts v. full 
cost issue in the UK (40% full cost; 60% successful 
efforts) as in the USA (50% full cost; 50% success- 
ful efforts). Also, depletion policies were variously 
described as based on ‘total proved developed 
reserves’ or on ‘reserves estimated at the com- 
mencement of production on a field basis’. With- 
out claiming that the US regulatory framework 
eliminates all ambiguity in policy disclosure, it is 
nevertheless reasonable to expect some uniformity 
in terminology in company reports. The research 
gives grounds for the view that UK oil and gas 
accounting policy statements by reporting compa- 
nies constitute one of the most unsatisfactory areas 
in company reporting today. 


Reserve Quantity Disclosure 


In spite of the relatively uncontroversial nature 
of the requirement for quantity disclosure, out of 
the 20 UK registered companies in the sample, 70% 
gave no information on reserve quantities and the 
remainder showed neither conformity as to 
classification of oil and gas reserves, nor consis- 
tency of format. 
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Value-Based Disclosure 


The UK oil company financial reports in the 
sample carried unqualified auditors’ reports under 
the Companies Acts 1948 to 1981. Accordingly, 
historical cost accounting information was avail- 
able on the changes in the residual values of fixed 
asset amounts, including exploration costs. How- 
ever, the extent of the disclosure was more limited 
than it need have been because a high proportion 
of the companies, frequently without audit report 
comment, declined to supply current cost account- 
ing information in accordance with SSAP 16. 
Inflation adjusted information and value informa- 
tion were therefore almost totally lacking.® 


Geographic Disclosure 


Geographic information on a systematic basis 
was absent, although outline maps were frequently 
provided in chairmen’s reports.’ Geographic anal- 
ysis is of particular relevance in the UK context, 
because some UK exploration companies have 
become involved in foreign exploration joint ven- 
tures early on in their exploration programmes in 
order to establish oil and gas exploration activity 
for tax reasons. However in the US context the 
North Sea information was still small enough in 
many instances to be included on a hemisphere 
basis, or to be included under the general heading 
of overseas interests. 


Survey Conclusions 


Uniformity in defining oil and gas reserves and 
a framework for accounting policy statements 
would be beneficial for the interpretation of oil and 
gas accounting information provided under exist- 
ing UK regulations. It is, however, unrealistic to 
expect that any new UK requirements should 
materially differ from, or exceed, the present de- 
mands of US regulations. The reference to har- 
monisation found in the Draft Guidance Notes 
would seem to indicate that any comprehensive set 
of rules for UK companies should be compatible 
with US requirements, and at the same time dis- 
close more information about the North Sea basin 
and other areas of the UK continental shelf. The 
evidence strongly suggests that further work is 
urgently needed to develop a comprehensive set of 
rules for UK oil and gas accounting. 


°The same is true of unquoted companies. Most (1982) found 
that the financial statements of The British National Oil 
Corporation (BNOC), which included current cost accounting 
information and were comprehensive in scope, nevertheless 
lacked estimates of future net revenues and their present values, 
both available for US companies under reserve recognition 
accounting regulations at the time. 

7BNOC provided extensive reviews of its exploration and 
production activities, including a large folded insert map of the 
North Sea area. 
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Conclusions 


Identifying User Needs 


There is inevitably a strong emphasis at present 
on US research, literature and experience in the 
area of oil and gas accounting. Direct comparison 
between UK and US oil and gas accounting is not 
at present meaningful given the absence of a UK 
standard on oil and gas accounting and no author- 
itative studies on the market impact of accounting 


information in respect of oil anc gas companies in 
the UK. 


Research Programme Development 


What might be undertaken m the UK at the 
research programme level? FASB recognised that 
replication of research studies is essential, particu- 
larly when the findings of the various studies are in 
conflict. If a replication strategy were to be adop- 
ted, something akin to the many faceted US re- 
search effort could be achieved in a UK context. 
The convergence of UK and US official thinking 
on the adoption of disclosure rules for reserve 
quantities in the recent past supports this as the 
most cost beneficial strategy in the medium term. 
The evidence of the empirical part of this study 
suggests that reserve definitions are required and 
should be promulgated by UK standard setters 
recognising the international aspects of UK oil and 
gas accounting. 


Unique and Non-unique Facets 


The search for oil and gas in UK waters is an 
important segment of UK national industrial ac- 
tivity. The unique accounting problems of oil and 
gas producing companies demand urgent and indi- 
vidual consideration because of the exceptional 
complexity of the issues involved even in applying 
established accounting principles to the special 
environmental circumstances cf oil and gas tech- 
nology, massive investment ard exceptional risk. 
The advantages in recognising fully the non-unique 
aspects of oil and gas accounting research would 
not only assist in spreading the research benefits 
into other accounting areas, but would also have 
a bearing on the many other activities and pro- 
cesses encompassed by the mcdern oil giant. 
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Asset Valuation and Imperfect 
Markets: An Extension* 


R. K. Ashton* 


This article examines whether and under what 
conditions the use of replacement cost/net realis- 
able value as valuation bases in financial reports 
will provide a robust proxy of an asset’s expected 
present value where market imperfections are 
present in the final goods market. The problem is 
analysed in terms of both neo-classical theory and 
more recent developments in monopoly and oligo- 
poly theory, for example contestable markets. 
The article concludes that replacement cost/net 
realisable value is a good proxy for expected 
present value under certain circumstances. The 
implications of these findings for financial reports 
are limited, as the investor wculd require a vast 
amount of information befcre an assessment 
could be made whether the necessary circum- 
stances were present. 

In the literature there has been considerable 
debate about whether asset valuation systems, such 
as replacement cost (RC) or net realisable value 
(NRV), might serve as surrogates for expected 
present value (EPV) in financia! reports. Bromwich 
(1975, 1977) has examined tais proposition by 
reference to the two main imperfect market 
structures—monopoly and okgopoly—and con- 
cludes that neither valuation base can reliably 
reflect either a firm’s view of the value in use of an 
asset or the market’s estimate of the asset’s ex- 
pected value. This paper will extend Bromwich’s 
analysis by examining three models of market 
power which are concomitan: with only normal 
profits and which support the surrogate thesis. 
These models also highlight the other part of 
Bromwich’s argument: that the amount of infor- 
mation required to derive estimates of EPVs from 
either RC or NRV accounting reports is extremely 
large and would require a report on most factors 
that might affect a business enterprise. The paper 
will alsc make reference to the empirical evidence 
relating to the structure/performance of dominant 
firms in order to assess how robust, or otherwise, 
RC/NRYV are in practice as proxies for EPV. 

The starting point in the Bromwich (1975) 
analysis is a monopolist in thz final goods market 





*The author acknowledges the comments of the referees and 
of Professor M. Bromwich who has d scussed this topic with the 
writer on many occasions. 


facing a perfectly competitive asset supply indus- 
try, the assets of which can only be used in one 
industry and have no substitutes (the relaxing of 
this assumption has no effect on the model’s 
predictions). Bromwich correctly argues that under 
such restrictive assumptions an asset’s EPV will 
be greater than either RC or NRV. In terms of 
Figure 1 equilibrium will be attained at Q,, and the 
asset’s EPV will be greater than RC/NRV by the 
area ABCD. This raises the question of whether 
and under what long-run equilibrium conditions a 
monopolist will report normal profits? The tradi- 
tional textbooks show the monopolist reporting 
excess profits by placing the average revenue curve 
to the right of the average cost curve. It is not, 
perhaps, clear why a monopolist’s average revenue 
curve should be to the right of the average cost 
curve, although this is implied by the ability of the 
monopolist, unlike his competitive counterpart, to 
restrict output and increase price.’ 

However, it is clear from Figure 2 that, if the 
monopolist’s average revenue curve is tangential to 
the average cost curve, only normal profits will be 
reported. Indeed, if the monopolist operates at any 
part other than Q, losses will occur. Whilst this 
diagram is normally associated with monopolistic 
competition (referred to later in the discussion of 
oligopoly theory) it is also consistent with long run 
equilibrium in a monopolistic industry. Such a 
solution might arise as a result of regulation, the 
threat of regulation or if the demand for the 
product sold by the monopolist was either at the 
beginning or end of its life cycle. It might also 
occur where the market for the product justifies 
only one supplier. Littlechild (1978) cites as an 
example in the UK the market for academic 
gowns. There is also a third possibility: losses as a 
result of the average revenue curve lying to the left 
of the average cost curve. This is almost certainly 
a disequilibrium solution as it is not likely that the 
owners of such a monopoly would be prepared to 
tolerate this situation for long. 

The foregoing analysis has demonstrated one 
case where the monopolist will report only normal 





'This to some extent is implied by the first order conditions 
for profit maximisation, see for instance Sawyer, C. C., Theories 
of the Firm, Weidenfield & Nicholson, 1979, pp. 22-23. 
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of EPV. The importance of this point for the 
surrogate thesis is an empirical question: how 
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words are excess profits reported in practice by 
monopolists?-For. the purposes of this paper this 
term will include industries where there is one or 
more dominant supplier. The evidence reported by 
Scherer (1980) for both the US and UK, whilst 
weak and to some extent inconclusive, broadly 
supports the standard neo-classical result. Against 


_this is the evidence from the reports of- the 


Monopolies Commission which in general have 
not condemned the profit records of dominant 
companies.” The absence of systematic empirical 
evidence supporting the excess profits hypothesis 
may suggest that- normal returns are more common 
than is reflected in the textbook diagrams of 
monopoly situations. The tentative nature of this 
evidence must be tempered by two points. 

First, most models of market structure are cast 
in terms of equilibrium situations in order to 
obtain determinate solutions. Empirical testing of 
theory utilises industry and company data in cir- 
cumstances where little is known about the state of 
equilibrium in the industry. It therefore takes no 
account of changing demand and cost conditions 
facing suppliers. 

Secondly, one of the major pieces of empirical 
work widely cited in the literature is the pioneering 





"For exceptions to this see the Monopolies Commission’s 
Reports on Hoffman La Roche, 1974 and London Rubber 
Company, 1975, HMSO. 
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study by Bain (1951), who found that in concen- 
trated industries (i.e. where the eight largest firms 
accounted for 70% or more of the value added) the 
average rete of profit was significantly higher than 
in less concentrated industries. Brozen (1970) 
showed that these results only pertained for a short 
period: 15 years later the high ard low profit rates 
had moved back towards the average. Demsetz 
(1973), from a different point o? view, has found 
similar evidence. From the premise that collusion 
between firms is easier in concentrated industries 
he postulated that, in such industries, not only 
large firms but also small firms would benefit from 
higher prices and would show Figher profit rates. 
The evidence did not show that profit rates of 
smaller firms increased with concentration. Indeed, 
he found evidence to support the finding that 
differences in profit rates were related to the speed 
with which individual firms recognised and devel- 
oped new profitable opportunities rather than to 
concentration. The evidence of these two writers 
suggests that excess profits can be considered a 
short-run phenomenon in economic terms. How- 
ever, 15 years is a significant time scale in the 
context of annual accounting reports. 

The possibility that dominant suppliers might 
only be able to earn normal profits has recently 
been developed in a radical form by Baumol, 
Panzar and Willig (1982). This model, referred to 
by the generic term ‘contestable markets’, predicts 
a competitive outcome where the market is per- 
fectly contestable. Such a market is defined in the 
followinz, arguably narrow, terms: (1) all producers 
have access to the same technclogy; (11) this tech- 
nology may have scale economies such as fixed 
costs but no sunk costs, which Baumol ef al 
identify as the main obstacle tc contestability; (111) 
incumbents cannot change prices instantly; (iv) 
consumers respond instantly td price differences. 
The second point, in particular, is crucial to the 
model. : 

In such a market a prospective entrant can adopt 
a ‘hit and run’ tactic without considering retali- 
ation from, or oligopolistic irteraction with, the 
incumbent. The entrant can slxghtly undercut pre- 
vailing prices for all or som2 goods, can start 
supplying the whole market and can always exit 
costlessly if and when price retaliation occurs. 
Such a raid will be profitable if the incumbents 
are not minimising costs, or are making positive 
aggregate profits, or are cross-subsidising. In equil- 
ibrium these practices must be absent otherwise 
the incumbent firm will not survive. This model 
implicitly incorporates the nction of rational ex- 
pectations, as the dominant supplier recognises 
from tke outset that unless prices/output are set at 
a competitive level he will be vulnerable to what 
has been referred to above as a ‘hit and run’ tactic. 
Not surprisingly the model has been critically 
received in the literature (see for instance Brock, 
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1983 and Dixit, 1982) and is in the early stages of 
development both empirically and theoretically.’ 

Indeed only two reported tests are known to this 
writer, both of which support the theory. One is of 
an inter-city passenger airline market between two 
cities (Bailey & Panzar, 1981), where sunk costs are 
known to be small. The other is a laboratory 
experiment by Coursey, Isaac and Smith (1981). 
Given the absence of any systematic empirical 
evidence, it is difficult to evaluate the general 
applicability of the new theory. It also has several 
difficult unresolved points. In practice, production 
requires a certain amount of investment which can 
only be liquidated gradually; consumers assimilate 
and respond to price changes with delay; and firms 
need some time to calculate and implement price 
changes. For the market to be perfectly contestable 
the third lag must be the longest. No doubt there 
are instances where this can be argued, e.g. the 
inter-city passenger air traffic market, but the 
traditional presumption in industrial organisation 
is the opposite: prices can be changed more quickly 
than capacity can be sunk. At the moment it is 
therefore only possible to say that the theory of 
contestable markets is a promising new theoretical 
development which, if validated by empirical evi- 
dence, would provide support for the surrogate 
thesis. 

The discussion of contestable markets provides 
an interface between monopoly and oligopoly the- 
ory. The latter is one of the most difficult areas of 
micro-economics as solutions tend to be based on 
factors (e.g. strategy and bargaining) which are not 
easily incorporated in the traditional cost/revenue 
curves. As a result there are almost as many models 
of oligopoly as persons writing about the subject. 
In a neo-classical context the two models* which, 
arguably, have made the most impact in the litera- 
ture are those developed by Chamberlin (1933) 
(often referred to as Monopolistic Competition) 
and the kinked demand curve which was developed 
almost simultaneously by Hall and Hitch (1939) 
and Sweezy (1939). Whilst both models have been 
heavily criticised by, amongst others, the ‘Chicago 
School” they are still discussed in the literature.° 

There are three distinctive features of the 
Chamberlin model: (i) firms in the industry make 
products which are similar but not identical 
(product differentiation); (11) there is freedom of 
entry and exit into the industry so that when there 
are supernormal profits, firms enter the industry 
and vice versa; (iii) although the goods produced 


3Sharkey (1982) has shown that supernormal profits are 
consistent with a perfectly contestable market where the prod- 
uct is supplied under conditions of a natural monopoly. 

‘For discussion of recent developments in this field see 
Waterson (1984). 

‘See for instance, Stigler (1949) and (1963), and reply by 
Archibald (1963). 

6See for instance, Spence (1976) and Dixit & Stiglitz (1977). 
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by firms in the industry are differentiated, all firms 
face the same cost and demand conditions. For the 
purposes of this paper, the most important predic- 
tion of the Chamberlin (1933) model is that, in 
long-run equilibrium, the average revenue curve 1s 
tangential to the average cost curve (as a result of 
entry or exit from the industry; see Figure 2). This 
solution has already been alluded to above in the 
context of long-run equilibrium in a monopolistic 
industry. The implications are that only normal 
returns will accrue to each firm in the industry and 
that an asset’s EPV will approximate RC/NRV. 
Three main criticisms have been made against the 
theory. The first relates to the definition of the 
industry, that is firms produce similar but not 
identical goods. This raises the question of how 
similar the goods have to be and what the cut-off 
point is for determining which goods are within the 
scope of the analysis. The second point is that firms 
are strangely myopic in their behaviour: at each 
point in time they maximise profits believing that 
other firms’ prices and product characteristics will 
be unchanged, but each time they find that other 
firms’ prices and product characteristics do change. 
For the purposes of this paper the most important 
criticism is that the theory lacks testable predic- 
tions. Stigler (1949) has commented that the theory 
does not make a single statement about economic 
events. 

The main focus of the kinked demand curve 
(see Figure 3) analysis has been on the rigidity of 
prices set by firms in the industry. The main 
theoretical objection to the model is that the 
analysis focuses (almost exclusively) on the impli- 
cations of the kink in the demand curve and takes 
no account of how prices are formed in the first 
instance or how new prices are formed. Perhaps the 
most damaging criticism (especially for this paper) 
is the absence of any supporting empirical evi- 
dence. Various tests of the model (see Scherer, 
1980, p. 167) have found no support for the 
model’s main prediction that prices in oligopolistic 
industries are more rigid than in other industries. 


Figure 3 The kinked demand curved model 
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As the main focus of the model is on the rigidity 
of prices, little attention has been paid to the level 
of profits that firms in the industry might report. 
Whilst this will obviously depend on the precise 
relationship between the average revenue curve 
and the average cost curve, there are grounds for 
arguing that excess profits are likely to be a 
decreasing function of the number of firms in the 
industry. The fewer firms in the industry, the more 
opportunity there is for either tacit or explicit 
collusion over prices and output. As with all 
models of oligopoly, excess profits will attract 
attention and the possibility of entry’ into the 
industry. This is an incentive for firms to behave 
more like competitive industries than as mono- 
polists. 

It is clear from the above discussion that, whilst 
there are models of oligopoly which predict zero 
profits, it is more likely (within the framework of 
the models) that such firms will report positive 
profits. How long these positive profits persist is 
likely to be a function of the number of dominant 
firms comprising the oligopoly, as most oligopolies 
rely on some form of collusion over price or the 
output to be supplied by each firm. As the output 
of each firm is artificially restricted, each firm can 
increase profits by shading its price slightly. This 
inherent instability (which is absent in the mono- 
poly situation as there is only one supplier) usually 
leads to the break up of most cartels (e.g. OPEC) 
and in the limit results in a competitive solution. 

The above discussion has extended the theory 
and analysis of Bromwich and has introduced 
some new ideas in industrial organisation of rele- 
vance to accountants (and in particular, the con- 
testable markets literature). The conclusions can be 
conveniently analysed under two headings: (i) how 
general or otherwise are the predictions of the 
models discussed above, and (ii) on the basis that 
the predictions are representative of the real world, 
what are the implications for financial reports. The 
empirical evidence relating to the various models 
discussed in this paper shows that, before any 
definitive assessments of the various theories can 
be made, far more empirical evidence has to be 
collected and, in the case of the monopoly model, 
more conclusive results have to be obtained. This 
area is one where both accountants and economists 
have a mutual interest and it is hoped that this is 
reflected in future research efforts. The other point 
to be noted under this heading is that the focus of 
the analysis in this paper has been of a static 
nature. It should be clear that resolution of the 
problems raised by the static analysis would only 
be a first step in resolving the far more difficult 
problem of asset valuation in a dynamic environ- 





In recent years a strategic entry deterrence literature has 
mushroomed. See for instance, Milgram & Roberts (1983), 
Salop (1979) and Eaton & Lipsey (1981). 
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ment. The contribution of this and similar papers 
must, by definition, be modest. 

The main finding of this pap2r is that, under 
some circumstances, RC/NRV will be a robust 
indicator of EPV. However, to evaluate the quality 
of the ‘signal’ provided by RC/NRV in financial 
reports, users would have to consider a number of 
factors: (1) the nature of the industry; (ii) the 
underlying technology of the industry and how it 
was chang:ng over time; (iii) the buoyancy of the 
economy; (iv) the demand for the products pro- 
duced by the firm; and (v) the firm’s cost of capital. 
This list is by no means exhaustive and it highlights 
the vast amount of information that would be 
required before an investor could assess whether 
the circumstances identified in this paper were 
present. It follows that, whilst thcs paper has found 
theoretical support for the surrogate thesis, it is 
of a strictly limited nature as regards practical 
implications. At a more qualitative level it is 
possible to argue that monopoly profits are often 
associated with the introduction of new technology 
(a Schumpeterian view of monopoly profits) and so, 
where an economy is depressed and technology is 
changing slowly, a large proportion of investment 
will be of a replacement nature and RC/NRV is 
more likely to be a robust indicator of EPV. The 
reporting of RC/NRV, where these circumstances 
are not present and EPV is greacer than RC/NRV, 
can be justified on the grounds that it ‘signals’ to 
the market the cost (and profitability) of entering 
an industry. If the profitability of the industry is 
sufficiently: high this will stimulate entry and/or 
new procucts, the effect of which, other things 
being equal (perfect markets), will be to reduce 
profitability (in equilibrium) to zhe point where the 
RC/NRV of the asset is equal to EPV. 
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Control Theory Approach to 


Process Costing™ 


Han Kang Hong 


The control technique used in planning and 
budgeting very often consists of analysing the 
variances between budgeted and actual per- 
formances and then instituting remedial measures 
if necessary and possible. This concept of control 
is not sufficiently beneficial especially in cases 
where plans once implemented can only be modified 
or abandoned at great cost. The concept of con- 
trollability in control theory’ waere feasibility and 
reachability are evaluated at the formulating stage 
of the planning process is a tr2mendous advance 
on this. Before a plan is executed it is evaluated to 
ensure that the desired targets can be achieved 
within the operating constraints of the firm. 

The term controllability is not to be confused 
with controllability in the aczounting sense: ‘A 
system is completely controllable in the control 
theory sense if it is possible to adjust its control 
variables in such a way as to force the system to 
go from an arbitrary state to some other arbitrary 
state in a finite time.? The budgetary control 
process in accounting models the control process in 
terms of inputs and outputs, Sut the firm’s oper- 
ations remain unexplained. Tris is insufficient in 
firms of any great complexity. In the control theory 
approach the firm’s operations are described in 
terms of state variables in a stete-space model and, 
before a budget is implemented, a control system 
is set up so that the firm may be moved from any 
given state to a new desired state by manipulating 
the control variables. It has been well demon- 
strated that the control theary approach to ac- 
counting control is superior to the conventional 
accounting approach and its usefulness in manage- 
ment accounting is established.? Complete control- 
lability is necessary for effect:ve control since the 
accounting process should entarl not only choosing 


*The author wishes to acknowledge the helpful comments of 
two anonymous reviewers. l 

See Lloyd R. Amey, ‘Budget Panning: a Dynamic Re- 
formulation’, Accounting and Businezs Research, Winter 1979, 
pp. 19-20. 

"Lloyd R. Amey, op. cit. p. 19. 

3See L. R. Amey, Budget Planning and Control Systems 
(London and Boston: Pitman, 1979", ch. 5 and also Yuji [jini 
and G. L. Thomson, ‘Applications of Mathematical Control 
Theory to Accounting and Budgeting (The Continuous Wheat 
Trading Model)’, Accounting Review, April 1970, pp. 246-258. 
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the optimal plan from alternative plans but also a 
study of the alternative plans in respect of their 
feasibility of attaining the desired objectives. The 
concept of controllability is thus of significant 
consequence for budget planning in a process 
costing system. 

There are many articles on process costing in 
general and service costs allocation in particular 
where manufacturing activities involve reciprocal 
flows of goods and services,‘ but these are mainly 
based on the Leontief static input-output model. 
This article first gives a synopsis of one such 
model’ and then proceeds to construct dynamic 
models of process costing where concepts of con- 
trol theory are relevant. In particular, it is shown 
that the dynamic models of process costing repre- 
sent more realistically the dynamic process of the 
firm and are therefore better planning and control 
tools. The Leontief input-output model is often 
expressed as 


(I—A)X =D (1) 
where 
X = (x;) is the vector of the gross outputs of the i 
processes, 


I is the identity matrix, 

A =(a,) is the matrix of input coefficients, a, 
indicating the requirement from process i necessary 
for the unit production of process j; and 

D = (d;) is the vector of net outputs, that is, the 
proportions of the output of process i which are 
finished goods for sale. 


If 
aj<1,j=1,2,...,7 
fx | 


the system is an open one. Then 


“i 
emma i " 
|1 —ay| > 2, layl; 
i+j 


‘See, for examples, Yuji Ijiri, ‘Input-Output Analysis in 
Cost Accounting’, Management Accounting (USA), April 
1968; Robert S. Kaplan, ‘Variable and Self-service Costs in 
Reciprocal Allocation Models’, Accounting Review, October 
1973, and many references in the article; and Han Kang Hong, 
‘Reciprocal Service Costs Allocation and Sensitivity Analysis’, 
Accounting and Business Research, Spring, 1981. 

Yuji iri, op. cit. 
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hence (Z — A) is a Hadamard matrix and non- 
singular. The solution of equation (1) is thus: 


X=(1—A)'D (2) 


i= 1 


where agy is the amount of primary input (that is, 
material, labour and overheads) necessary to pro- 
duce one unit of process j. 

This static input-output model 1s manipulated to 
arrive at various kinds of information for decision 
making and control. 

The primary input requirement is thus obtained 
as: 


y Qo; Xj (4) 
j=! 


where x; is the gross output of process j for a given 
level of net outputs. 

If C =(c,) is a vector of the direct input costs 
per unit of the i processes, the total direct input 
costs are therefore from (2): 

CX =C(I—A)7'D 
The first derivatives of (5) are obtained as: 
(CX) 
OD 


(5) 


=C(T—A)" (6) 


or 
X.= Brct (7) 


where Xc is the vector of marginal input costs, and 
B’ is the transpose of B which is the Leontief 
inverse, (J — AJ}. 

The equations in (7) give the input cost require- 
ments of the various processes to produce a unit of 
output x. Where the processes are service depart- 
ments producing for the productive departments, 
X, gives the breakeven prices for deciding whether 
the firm should operate any of the service processes 
or buy its output from external suppliers. 

If ¥ =(I — AYD is already in terms of mon- 
etary units, the cost input coefficient matrix is 
obtained directly from (2): 

OX e 
ap =U A) = 6 =g) (8) 


In this case, the unit cost of ¥ denoted by YX, is 
analysed into the various processes as follows for 
each process. 


‘A Hadamard matrix is diagonal dominant in the sense that 
the modulus of the diagonal element is greater than the sum 
of the absolute values of all other elements in the same 
column, that is, if 


H = (hy), |y] > 5 |h; | 
i+j 


See Kelvin Lancaster, Mathematical Economics, (New York: 
Macmillan, 1968), pp. 311-314 and also H. Nikaido, . Intro- 
duction to Sets and Mapping in Modern Economics (Amsterdam 
and London: North-Holland, 1970), pp 11-18. 
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Xaj= Dy Aep = le (9) 


If the total variable primary input cost is 
denoted as v,, (v;/a);) gives the total variable cost 
of process j. Hence, the variable unit cost of 
process j 1s: 


v;/(agh,) (10) 


where h, is the total output of process j in physical 
units. 


Expression (4), 
r 
2, dy% 
j=l 


indicates how the primary input cost is obtained 
once x, is known. Thus, if f; is the primary input 
cost of commodity j, x, is obtained as: 


xj = fay (11) 


Equation (11) can be used to arrive at the total 
variable cost of each commodity. The variable cost 
per unit so derived is the breakeven price for 
deciding whether the firm should buy the article or 
manufacture it. Equations (10) and (11) enable unit 
fixed and variable costs to be obtained and are 
therefore useful for pricing the outputs of the 
system whether a full cost or variable cost pricing 
policy is pursued. Once the final demand for the 
output D is known, equations (2), (3) and (4) can 
be used for forecasting the primary input require- 
ments of material, labour, and overheads. 

One of the dynamic versions of the Leontief 
input-output model is:’ 


-AXO 2BIXE+)-X@)] A2) 


where X(t) is n x 1 and A and B are both n x n 
matrices; X(t) 1s a vector of the total outputs of all 
the processes; A is the input matrix (aş), ay indi- 
cating the amount of the output of the ith process 
that is used for the production of each unit of the 
jth process, and AX(t) representing the input 
requirements of all processes in period ż. The 
right-hand side of inequality (12) represents the 
additions to inventory necessary for operating the 
system in the next control period, ¢ + 1. 

If y(t), a vector of slack variables, is used as the 
control vector, (12) may be manipulated to arrive 
at: 

BX(t +1)=(B — 4A + DEX(H] -DO] 


or 
X(t +1)= KX(t)— B- y(t) (13) 


where K is [B-'(I — A) + I]. The system (13) is 
now in the state-space form where X(f) is the state 


7See Andrew Brody, ‘Optimal and Time-optimal Paths of 
the Economy’ in Carters and Brody (ed), Contributions to 
Input-Output Analysis, Vol 1 (New York, Amsterdam and 
Oxford: North-Holland), pp. 62-74, 
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vector. K is the evolution matr.x and B™' is the 
control matrix. The properties of the dynamic 
system may then be investigated. The general 
solution to (13) is 

i=l 

X(t) = K'X(0)— f K“ ~B y(i) 

i=0 

or 


X(t) = K'X (0) — Q Yo (14) 


where 
OSIK B KA B a KBTB] 


and Yos =[Yo. Yis -+ -s Yii 

The system in (13) is completely controllable if, 
given X(f) at time h, the desired state of the 
system X(¢,) can be reached at time f, in some finite 
time interval. In other words. solutions to the 
following system of equations exist: 


Xa— K'‘X(0) i —Q,;Yo: 


(14a) 


ae R, Yos (15) 
where R, = —Q,, and X, is the desired state vector 
to be reached at time f,. 

. The following then solves (15): 
Your = (RJR, R) '[Xa— K'X(0)] (16) 


Hence, the non-singularity of (R,R7) ensures the 
complete controllability of the system (14).° In 
other words, the system (13) is completely control- 
lable if and only if the rank of (14a) is n. The results 
of the above dynamic system are clarified with the 
following concrete example. 


4 3 . 2 1 
Given a= | and B= i 


the following are calculated: 


1 =i 
om] 
es -| J 


k=(B'd-4)+n=| e 


—] 
— 1.6 21 


It can be calculated that R‘ is non-singular 
and therefore the above numerical example is 
completely controllable. 

With the data given above for A, B™', K and 
X(0) = (1200 1000)’, and using the following 
control vector y(t): 


v(0) = (350 50), y(1) = (350 50)’, 
y(2) = 300 707 
the results are tabulated in Exhibit 1. 





®Since R, is a square matrix, the 1on-singularity of R, is 
sufficient to ensure complete controllability. The condition 
given here is for cases where R, is not square. Proofs of 
controllability are given in texts on zontrol theory. See, for 
example, M. Aoki, Optimal Control and System Theory in 
Dynamic Economic Analysis (New York, Amsterdam and 
Oxford: North-Holland, 1977), pp. 78-81. 
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Exhibit 1 
t 0 I 2 


350 350 300 
50 50 70 
x(t) 1200 1220 1232 
1000 1030 1079 


If X(4) = (1362 1120)’ is the desired vector, the 
control vector y(3) = (250 30)’ will enable this 
budget to be achieved. Conversely, given the 
control vector y(3), the state vector X(4) will be 
reached. | 

The above numerical example demonstrates that 
the concept of controllability is very useful for 
budgeting and profit planning. The ability of the 
manufacturing processes to produce the desired 
outputs in future periods should be known at the 
planning stage. If the targeted outputs are found 
not to be feasible, action may be taken to expand 
the productive capacity if this is considered eco- 
nomically viable. Hence, whether a control vector 
y(t) can be found to enable the system to arrive at 
the state X(t + 1) is essential input information in 
planning for process costing. 

Another property of dynamic systems which is 
useful to decision makers is non-interaction or 
decoupling. That is, the decision maker would like 
to know whether it is possible for the system to 
arrive at some targets or modify them by the use 
of control variables or policy instruments without 
affecting other target variables or without affecting 
them beyond allowable ranges of values; trade-offs 
may then be evaluated in policy formulating. 

The system in (13) is reproduced below as a 
continuous system incorporating the target vector 
Z(t): 


y(t) 


1278 
1102 





X(t) = KX(t)— By (t) 
Z(t)= EX(t) (17) 


The analysis of decoupling is now illustrated. 
The Laplace transform’ of equation (17) is as 
follows: 


sX(s) — X(0) = KX(s)— B'y(s) 
Z(s) = EX(s) (18) 


Algebraic manipulation of (18) results in the 
following expression for Z(s): 


Z(s)= H(s)y(s) (19) 


where H(s)= —E(sI — KY CB and X(0)=0 
(assumed). 





Laplace transforms are explained in mathematical texts. 
See, for example, Ronald A. Howard, Dynamic Probabilistic 
Systems, Vol IT (New York: J. Wiley, 1971), pp. 696-697, 
and John W. Dettman, Introduction to Linear Algebra and 
Differential Equations (Tokyo; McGraw-Hall, 1974), pp. 
282-306. 
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The system (19) and therefore (17) is decoupled 
or non-interactive if H(s) is non-singular and 
block diagonal. The final value theorem of Laplace 
transform states: 


lim f(t) = lim sf(s) 


Hence, the system (17) is asymptotically de- 
coupled if EKIB! is non-singular and block 
diagonal.” 

It can be shown that the following process 
costing system (from equation (17)) is decoupl- 
able: 


Z(t) = p PO 


Given that X(0)= (1200 1000) and y(0)= 
(350 50)7, X(1) = (1220 1030)’ is obtained. - 

The decoupling property of this process costing 
system enables management to find a control vec- 
tor y(0) that will bring about an increase of 30 
units of the first product line while holding the 
second product line constant at 1030 units, both of 
X(t) for period ¢ = 1. 


y(0) = BKX(0) — BX(1) 
= B[KX(0) — X0) 


«| ( 2.1 —1 | breed Ss breed] 
~1.6  2.7/\1000)~ \1030 
[290 
L'a] 


The above numerical example demonstrates that 
the question whether it is possible to produce more 
or less of some outputs without changing the levels 
of other outputs is often faced by management. 
Demands for certain products may change while 
those for others may remain stable. The decision 
whether to increase production of the product lines 
whose demands have increased depends on cost- 
volume-profit relationships and these are affected 
by management’s ability to manufacture the opti- 
mal product mix without having to over-produce 
some unwanted product lines. The property of 
decoupling in a process costing system does there- 
fore contribute towards optimal decision making. 


For a proof of conditions for decoupling, see M. Aoki, op. 
cit., pp. 243-251. 
HM. Aoki, op cit., pp. 243-251. 
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Management would like to know whether one or 
more state variables can be changed into desired 
ranges of values by suitable choice of control 
variables while holding other state variables at 
specific acceptable levels. They would like to know 
whether a change in the output of one process can 
be effected without serious effects on the outputs of 
the other processes and, if this cannot be done, 
whether the existing manufacturing processes can 
be modified or expanded at some tolerable costs in 
order to attain the objective. 

The more general Koopmans’ model” of activity 
analysis where input substitutions and joint out- 
puts are permissible is as follows: 


q =(B— AW (20) 


where 


q=m Xx 1 vector of the net output 
of the system, 

B =m xn output matrix, 

A =m xn input matrix, and 

W =n x 1 vector of activity levels. 


A is the input matrix (ay) having positive ele- 
ment a; if i is an input of the process, other 
elements being zeros, while B is the output matrix 
(b;) having positive element by if i is an output, 
other elements being zeros, both at the unit level of 
activity. 

A dynamic version of this activity analysis 
model is the Von Neumann dynamic growth 
model: 


AW(t +1) S< BW(t) (21) 

Introducing the net output to the right-hand side 
of (21) results in (22): 

AW(t+1)=BW(t)—q(t) (22) 

The system of equations (22) explains that the 

manufacturing processes must produce enough to 

meet the net output requirements for period ¢ as 

well as the input requirements for the next control 

period, £ + 1. 
Some algebraic manipulations result in the 


system of equations being represented by the 
following; 


(ATAY ATA)W(t + 1) 
= (A™A)!A™BW(t) — (ATAJA q(t) 
Or 
W(t +1) =MW(t)— Na(t) (23) 


System (23) is now in the state-space form and its 
general solution is: 


See T. C. Koopmans, ‘Analysis of Production as an 


Efficient Combination of Activities’ in T. C. Koopmans (ed.), 
Activity Analysis of Production and Allocation (Wiley, 1951, 
Cowles Monograph 13), pp. 87-88. 
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tI 
W(t)= M'W(0)— } M'N 4 
i=0 
The properties of controllability and non- 
interaction of the system may be similarly analysed 
as in the dynamic Leontief input-output model. 
It is proposed here to present the dynamic Von 
Neumann model as.a dynamic mathematical pro- 
gramming model. The objective function is to 
maximise the present value of the total con- 
tribution of operating the system from time f to 
time ¢, and the equations of motion constitute the 
constraints. 
| 
maximise | eT pq(t)— cB — A)W(t)jdt 
to 
subject to 


W(t)= MW(t)— Na(t) 
W(t.) = W(0), fixed 
W(t), ty, ty, all fixed (25) 


W(t) is fixed since it is known to the decision 
maker and W(t) is fixed as it is the desired state 
of the decision maker’s plan. It :s also assumed that 
all variables are non-negative so as to be meaning- 
ful. p is a vector of prices of the net output vector 
q(t), and r is the discounting rate. The control set 
is assumed to be non-empty and compact so that 
‘meaningful solutions can exist. 

The maximum principle’ provides the necessary 
conditions for solving (25) by solving for the state 
variables W(t), the control variables g(t), and the 
costate variables A(¢) which must satisfy the fol- 
lowing: 


(a) maximise the Hamiltoniar 


BFor a fuller explanation of the maximum principle, see, for 
example, M. D. Intriligator, Mathertatical Optimization and 
Economic Theory (Englewood Cliffs, NJ: Prentice-Hall, 1971), 
pp. 344-351, and M. J. Kamien and N. L. Schwartz, Dynamic 
Optimization: the Calculus of Variations and Optimal Control 
in Economics and Management, (New York and Oxford: 
North-Holland, 1981), pp. 201-203. 
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max {(H = e~"[pq(t)— o(B — AWC) 
+ AOIMW (0) — NaC} 
O Wi) =< = MWO- Natt) 
(c) i) = TF seie A 
O Wa)= WO (26) 


Since the end points are fixed, there are 
no transversality conditions.'* And since the 
Hamiltonian is assumed linear in the control vari- 
ables, the above necessary conditions are also 
sufficient." Sensitivity analysis is often carried out 
with these dynamic systems. Sensitivity analysis 
refers here to the response of the process costing 
system to a change in any system parameter such 
as net output. For instance, A(t) measures the 
shadow prices or marginal values of the state 
variables W(t) at time 1:!° 


OH —rt a 
q(t) =e p— A(t)N = 0 
or e"A(t)N =p. Hence, 


e"A(t) = pA (27) 


Equation (27) explains that at the optimum the 
marginal values of the state variables are equal to 
the marginal costs of the inputs valued at p. 

Both the dynamic Leontief and Von Neumann 
models are time-invariant in the sense that all the 
coefficient matrices are not dependent on time or 
are constant. While they are not as realistic as 
time-variant systems, they are much more mean- 
ingful than static models, and provide better con- 
cepts and insights for decision making and control 
in process costing. 


4M. I. Kamien and N. L. Schwartz, op. cit., pp. 143-148. 

BM. D. Intriligator, op. cit, p 366. M. I. Kamien and 
N. L. Schwartz, op. cit., pp. 122-123. 

6M. I. Kamien and N. L. Schwartz, op cit., pp. 125-128. 
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Audit Qualifications on the — 
Accounts of Nationalised Industries 


Mike Wright* 


Introduction 


The issue of manipulation of financial statements 
is an important one, going, as it does, to the very 
heart of accounting. It concerns not only the 
principles, conventions and standards of account- 
ing but also the role and behaviour of auditors. 
Recent research has pointed to circumstantial evi- 
dence of manipulation in the case of the intro- 
duction of inflation accounting in the nationalised 
industries (Likierman, 1983). In view of journal- 
istic allegations that nationalised industry auditors 
are not doing their job in reporting .cases of 
manipulation (see especially Accountancy Age, 
1984; Economist, 1978) this paper sets out to 
‘examine the content of auditors’ reports in these 
enterprises. The paper comprises two main parts. 
The first reviews the theoretical issues and pro- 
fessional guidelines concerning auditing with 
particular respect to the nationalised industries. 
The second part presents empirical evidence on the 
extent and form of auditors’ qualifications of 
nationalised industry accounts and their state- 
ments on accounting policies. In order to provide 
a comparison, private sector experience, as shown 
in the ICAEW Surveys of Company Reports, is 
also presented in the empirical section. 

The ICAEW survey is considered to be a reason- 
able basis for comparison since, although the 


turnover of the largest six nationalised industries 


would place them amongst the top twenty com- 
panies in the UK, the remainder are spread across 


the whole size range, with British Waterways © 


smaller than the thousandth company in the 
Times 1,000 listing. As a result of presenting com- 
parable public and private sector data the period 
covered by the survey is limited to the financial 
years 1976/7 to 1981/2. The nationalised industries 
are taken to be those which are statutory cor- 
porations with their own external financing limit. 


“*The author thanks Denis O’Brien, Geoffrey Lee, two 
anonymous referees and the representatives of a number of the 
major audit firms for helpful comments on the preparation of 
this paper and on an earlier draft. The usual disclaimer 
applies. 


Theoretical issues and 
professional guidelines 


The generally accepted role of auditors is to pro- 
vide an independent assessment of whether the 
financial statements published by a company give 
a true and fair view of its state of affairs and profit 
and loss, and comply with the requirements of the 
Companies Act. Such an assessment provides safe- 
guards primarily for the owners of a company, but 
also for other interested parties such as the Inland 
Revenue, the employees and, indeed, the company 
itself. In the case of nationalised industries the 
wider interest of the public as owners .is also 
introduced. For these industries, the Nation- 
alisation Statutes and/or subsequent legislation 
require the auditors to report not only on whether 
the accounts present a true and fair view and have 
been properly prepared but also that they comply 
with directions given by the relevant Secretary of 
State (see for example, Gas Act 1972, Section 23 
and Aircraft and Shipbuilding Act 1977, Section 
17). These powers of direction should not. be 
underestimated (see for example, Aircraft and 
Shipbuilding Act 1977, Section 17(3)). 

Although the ICAEW published statements on 
the form of audit reports in 1968 (statement U10), 
these did not include the recommendation to state 
under what convention the accounts had been 
prepared nor recommendations on the forms of 
words for different types of qualifications. 
Reflecting the move towards some form of 
inflation accounting, statement U20 (issued in 
1976) included the recommendation to state that 
accounts had been prepared on the historic cost. 
basis or in an amended form where this was the 
case, and also gave a suitable form of words for 
cases where a CPP statement had been audited. 
The three draft auditing standards and the seven 
auditing guidelines, issued in 1978 and sub- 
sequently adopted in 1980, provided more detailed 
guidance on the forms of qualifications and com- 
ments in auditors’ reports. These are summarised 
in Table 1. 

It is important to note the distinction between a 
comment and a qualification. A comment should 
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Table 1 
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Nature of qualifications and comments in audit reports 


Nature of 
Circumstances 


Qualification 


Uncertainty 


Disagreement 


Comment Possible 


misunderstanding 


by reader 


Material 
but not 
Fundamental 


‘Subject to’ 
opinion 
‘Except’ 
opinion 


Fundamental 


Disclaimer of 
opinion 
Adverse opinion 


state accounting convention 
——state unusual accounting 
policy, event or condition 


Source: adapted from C. J. N. Williams, ch. 4 in Skerratt, 1981. 


be made where the auditor se2ks to avoid mis- 
understanding in the mind of tne reader. As seen 
in the table, these comments can be of two kinds, 
a statement of the accounting convention used 
and/or a separate explanatory paragraph to report 
unusual events, accounting polies or conditions. 
The auditor, before using the words ‘true and fair 
view’, should be satisfied that the relevant SSAPs 
have been complied with, but 1s not required to 
comment on departures from SSAPs with which he 
concurs. Qualifications, as distinct from matters of 
‘emphasis, can take four forms as shown in Table 
1. ‘Uncertainty’ qualifications are likely to arise 
from limitations in the scope of the audit or 
uncertainties regarding the efect of unresolved 
events. Disagreements can arise in various ways, 
but more usually come about <hrough differences 
of view over accounting policies, amounts dis- 
closed, or compliance with legislation or regu- 
lations. If either an uncertainty or disagreement 
qualification is considered fundamental it becomes 
very difficult to place much reliance on the ac- 
counts. The 1980 guidelines also cover the appro- 
priate forms of words for different presentations of 
current cost statements, be they ‘unabridged’ or 
‘abridged’. It is emphasised that auditors should 
report the omission of current cost statements by 
firms embraced by SSAP 16 but that it does not 
constitute a qualification. 

In July 1984 the ASC issued ED35, “Accounting 
for the Effects of Changing Prices’, which proposed 
the inclusion of CCA informetion as an essential 
part of the main accounts and giving a true and fair 
view (para 1.11.d). If ED35 were adopted, then 
auditors would have to qualify their reports if 
CCA information were omitted. Nationalised in- 
dustries are excluded from the proposed standard, 
as they are regulated by government. However, 
ED35 does encourage them to account for the 
effects of changing prices using either the method 
described in the exposure draft or an appropriate 
alternative method. 





What must be emphasised is that the decision to 
qualify or comment upon a company’s accounts is 
not taken lightly. General policy, certainly 
amongst the largest accounting firms, is to refer 
such cases to the department specialising in these 
matters, which will comprise senior members of the 
firm. In considering whether or not a qualification 
should be issued, this department will consider 
whether the accounts can be presented in such a 
way as to highlight the item causing concern 
without the necessity for a qualifying statement. 

This brief summary of statutory requirements 
and professional standards and guidelines has 
highlighted the development of attempts to make 
auditors’ reports more informative, more consis- 
tent between firms and less ambiguous. The accom- 
panying development of SSAPs has also, by reduc- 
ing the scope for flexibility, made it easier to detect 
deviations from standard behaviour. However, as 
should be clear from the foregoing, substantial 
room still remains for the auditor to exercise 
professional judgement which also implies the exis- 
tence and maintenance of the auditors’ indepen- 
dence from ‘capture’ by the client firm. The adop- 
tion by the UK of the EEC Fourth Directive on 
Company Law, subsequently embodied in the 
Companies Act 1981, provides an attempt at har- 
monising accounting procedures. However, as 
Nobes (1983) has pointed out, despite these 
changes it has not proved possible to introduce 
uniformity or standardisation in the presentation 
of accounts. 

To the extent that guidelines and standards 
which allow room for manoeuvre apply equally to 
the public and private sector, variations may be 
expected to be distributed randomly within and 
between the two sectors. However, the position 
may be complicated by the effects of ministerial 
and sponsoring department directions, particularly 
if these conflict with standard accounting practice. 
A prime example is the episode of the confusion 
surrounding how nationalised industries were to 
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deal with the gearing adjustment in their CCA 
accounts. The Ministerial Statement of 21 Decem- 
ber 1979 stated that the gearing adjustment should 
not be included in the current cost profit and loss 
account, except for those industries about to be 
privatised. For the others it was to be included in 
a footnote. SSAP 16 paragraph 51, published in 
1980, specifically stipulated that the gearing adjust- 
ment should not be in the CCA profit and loss 
account for nationalised industries, whilst the 
Nationalised Industries’ Chairmen’s Group 
(NICG) agreed that the gearing adjustment should 
be in a footnote but with no reference as to 
whether treatment should vary between industries. 

The work of the auditor includes detecting er- 
rors in the preparation of accounts and reporting 
on them. The extent to which errors are detected 
and reported depends upon the auditors’ efficiency, 
his judgement as to their materiality and his level 
of independence. Research in the USA suggests 
that the detection of most errors is fairly straight- 
forward since they are often unintentional and 
concentrated in a few, predictable audit areas (e.g. 
Hylas and Ashton, 1982). The behaviour of audi- 
tors in preventing fraud appears to be immaterial 
since managers contemplating such acts are not 
found to be deterred by the presence of either 
internal or external auditors (Uecker et al., 1981). 
However, auditor independence in dealing with 
‘these issues may well be influenced by a number of 
factors: competition amongst auditing firms; the 
provision of other management accounting ser- 
vices by the auditor; the size of the auditing firm, 
which influences the economic dependence of a 
particular firm; the length of time that the audit 
has been held; and behavioural factors related to 
the closeness of working relationships between the 
external auditor and members of the client firm. 
The available evidence appears to suggest that 
independence will be reduced, the greater is the 
level of competition, the smaller the size of the 
auditor and the greater the provision of other 
services (Shockley, 1981; Wright, 1983). Behav- 
ioural factors, to the extent that they lead to more 
informal and positive working procedures, are 
important in bringing to light matters that a more 
formal and negative approach may not reveal 
(Hylas and Ashton, 1982; PAC, 1983; Wright, 
1984). In the case of the nationalised industries 
specifically, limited evidence from the Monopolies 
Commission indicates the tmportance of close 
working relationships between internal and exter- 
nal auditors in order that the latter may carry out 
their task effectively in such a large and complex 
organisation (MMC, 1982 and 1984). It is also 
necessary to note that the auditors of the nation- 
alised industries are, for the most part, the large 
accounting firms amongst whom there is strong 
competition. 

In assessing the level of independence that might 
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be expected to exist in theory it is apparent that if 
the present system is maintained, a trade-off may 
have to be made between the possible detrimental 
effects that competition and the provision of other 
services may bring and the beneficial effects 
brought about by economic independence through 
large sizes of accounting firms. As regards behav- 
ioural factors, another trade-off may have to be 
made between the possibility of a reduction in 
independence that closer working relationships 
may bring and their practical necessity in order 
that the task may be completed. 

As far as auditing the nationalised industries is 
concerned, it is really a matter for the government 
and the sponsoring ministries to assess whether 
any such trade-off is acceptable. If it is not accept- 
able then alternative methods of auditing need to 
be examined, such as the introduction of auditing 
by an agent of government or statutory rotation of 
auditors. Detailed consideration of this point is 
beyond the scope of this paper. There is, however, 
the need to weigh two other important factors. 
First, there is the desire by accounting firms to 
maintain their professional reputation and not to 
have it damaged by charges of collusive activity 
with clients.! 

Indeed, a client will be more likely to respect the 
auditor’s judgement if he acts in this way rather 
than allowing himself to be ‘captured’ by the 
auditee. 

However, there may be a danger of the compro- 
mise of independence where management advisory 
services or value for money (VFM) investigations 
are carried out by the same firm which carries out 
the audit. This danger has been alluded to above 
in a theoretical context and has also been high- 
lighted by the Monopolies Commission (1982 and 
1984). This is an issue which relates to the private 
sector as much as to the public, but perhaps the 
policy of the Audit Commission in the non- 
nationalised industry public sector, of not allowing 
accounting firms also to provide VFM services to 
the same body that they audit, is a useful way of 
reducing the possibility of lack of independence. 
The second factor concerns comparisons of behav- 
iour of auditors in the public and private indus- 
tries. All accountants who audit public enterprises 
also audit private sector companies and find that 
private sector experience helps in auditing nation- 
alised industries (MMC, 1982 and 1984), an im- 
portant aspect of which is consistency of approach 
to and treatment of both spheres. 

The foregoing discussion suggests the following 
hypotheses to be tested: 


1. The extent, form and content of auditors’ 





'It has been put to the author by representatives of large 
accounting firms that this issue alone has an overwhelming 
influence on the behaviour of the auditor in qualifying the 
accounts. 
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Table 2 
Nature of audit qualifications in nationalised industry accounts 


Year 
78/9 79/80 80/1 


Industry 


British Gas (BGC) 

Electricity Council 

NOSHEB 

SSEB 

BNOC l 
National Coal Board (NCB) 
National Bus Co (NEC) 
National Freight Co NFC) 
Post Office (PO) 

BT Docks Board 

British Airports Authority (BAA) 
British Airways (BA) 

British Rail (BR) 

British Aerospace (BAe) 
British Shipbuilders (BS) 
British Steel Corp (BSC) 
British Waterways (BW) 
Scottish Transport 


76/7 77/8 
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Source: Nationalised Industries Reports and Accounts. 


Notes: 1. Qn CCA accounts only. 
2. On BT accounts only. 


Key: S= ‘Subject to’; 


E = ‘Except 


for; D = Disclaimer of opinion; 


R = Reservation—qualification not categorisable; /= both forms of qualifications 


apply. 


reports will reflect over time the development of 
auditing standards and guidelines and of general 
accounting standards. 

2. To the extent that the firms which audit the 
nationalised industries also audit private sector 
companies and are consistent in their behaviour, 
following auditing standards and guidelines, there 
will be no difference in the treatment of like items 
between and within the two sectors. 

3. To the extent that the nat.onalised industries 
and private sector firms are influenced by different 
factors there will be different matters referred to in 
auditors’ reports in the two se=tors. 

Both hypotheses two and three will be modified 
where accounting guidelines fo> public and private 
sectors differ. 


Empirical results 


The empirical results reported in this section cover 
the nationalised industries and private sector com- 
panies. The data relating to the nationalised indus- 
tries are drawn from their annual reports and 
accounts. The ICAEW annual survey of company 
reports is used to provide the comparable private 
sector material. The period covered by the study is 
from the 1976/7 financial vear to the 1981/2 





financial year inclusive. This period is chosen for 
two reasons. First, as has been noted in the pre- 
vious section, the auditing guidelines issued in 
March 1976 recommended a more detailed way of 
reporting qualifications and comments and also 
suggested that the accounting convention should 
be stated if it would improve the reader’s under- 
standing of the accounts. The period ends in 
1981/2 as this was the last available year for which 
comparable private sector data are available, at the 
time of writing. 

In order that the two sectors’ accounts may be 
compared, the same approach to classifying 
qualifications and comments used in the ICAEW 
survey has been adopted (see for example, Sker- 
ratt, 1980b, p. 139). 

The results presented will deal firstly with 
qualifications in the two sectors and then with 
special comments: 


(a) Qualifications 
The results presented in Table 2 indicate that 


some industries received qualifications in every 


year in the period (PO, BW), whilst others received 
no qualifications (BGC, NBC, BTDB, BR). Taken 


"From 1982/3 onwards the ICAEW survey has adopted a 
policy of not examining all issues each year. Auditors’ reports 
were one of the issues not covered for 1982/3. 
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as a whole, the accounts of over half the nation- 


alised industries were qualified in the last four. 


years of the period under review. This represents a 
far higher proportion of qualifications than for the 
private sector where, of the 300 companies in- 
cluded in the ICAEW survey, between 6.3 and 8.0 
per cent were qualified in the period under study 
(see Table 4). The top 20 private sector companies 
in the Times 1000 listing display a level of 
qualifications considerably lower than that for the 
public sector and comparable with that reported 
for the ICAEW survey. 

In only one case did the auditors feel unable to 
offer an opinion on the truth and fairness of the 
accounts, the reason being that the Post Office’s 
reconciliation procedures were ineffective. The ma- 
jority of qualifications concern matters of uncer- 
tainty, the nature of which is shown in Table 3. In 
three cases there was uncertainty over the appro- 
priateness of the going concern assumption. For 
the most part the ‘subject to’ qualifications reflect 
issues that are specific to these industries— 
uncertainties following from nationalisation and 
relating to the consequences of major restruc- 
turing. However, there are other issues reported, 
particularly concerning litigation, inappropriate 
accounting procedures for fixed assets and uncer- 
tainties surrounding pension provisions. ‘Except 
for’ reports (denoting disagreement) concerned the 
manner in which the NCB was dealing with pen- 
sion provisions and the manner in which the three 
electricity enterprises dealt with depreciation pro- 
visions. It is noteworthy that the reason for the 
qualification of the depreciation methods does not 
concern the introduction of supplementary depre- 
ciation per se, but that it is insufficient to cover the 
replacement cost of the assets. 

The same behaviour occurred in all the Regional 
Water Authorities (not dealt with in detail here) 
and received the same _ qualification—from 
different auditing firms! Now this is an important 
issue because it has been suggested that an incon- 
sistency in treatment exists between these indus- 
tries and industries which have charged full 
supplementary/current cost depreciation (e.g. 
Gibbs and Tailor, 1979). But the difference in 
treatment is consistent with the provisions of SSAP 
12 (paragraph 20) which lays down that depreci- 
ation provisions should be based on the amount of 
any asset revaluation. In the other industries where 
supplementary depreciation is charged, the amount 
is considered to provide fully for replacement cost. 
The nature of qualifications is broadly in line with 
those found in private firms (Table 4), though there 
is perhaps a slight tendency for there to be more 
‘except for’ qualifications in the private sector than 
in the public sector. As regards the subject of 
qualifications, there is perhaps a greater tendency 
for these to be related to failures to comply with 
accounting standards in the private sector, whilst 
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in the public sector the going concern basis and 
uncertainties in the treatment of fixed assets figure 
more highly. It is also evident from Tables 2 and 
3 that much of the higher proportion of 
qualifications noted in nationalised industry re- 
ports is attributable to factors which would not be 
present in the private sector firms. 

The reporting of qualifications is, however, but 
one part of the issue in attempting to ensure that 
accounts present a true and fair view. An im- 
portant associated element is the persistence of 
qualifications over time. This point raises the ques- 
tion as to whether drawing attention to a problem 
leads to its removal. It is clear from Table 3 that 
a great number of the qualifications last for more 
than one year and that there are multiple 
qualifications for six of the nationalised industries. 
A number of these qualifications relate to the 
continuing problems of restructuring in certain 
industries, to continuing uncertainties following 
from nationalisation and to a lack of government 
funds to enable an industry to fulfil its obligations. 
In these cases, there is little action that can be 
taken. Similarly, the effects of strikes and litigation 
are short-lived and require no action In an ac- 
counting sense. The problem in the Post Office 
concerning inappropriate accounting procedures 
for fixed assets persisted for a number of years but 
was progressively being resolved. But there were 
five cases where the auditors issued a disagreement 
qualification (NCB, BW and the three electricity 
enterprises) where the policy to which the objection 
was raised continued for a number of years. 

However, the problem of persistence is not 
confined to nationalised industry accounts. Table 
5 provides some evidence of the extent of the 
problem in the private sector, though it should be 
noted that the manner in which the information 
was presented only permits qualifications reported 
in two consecutive years to be identified. 


(b) Comments 


Comments in auditors’ reports concern elabor- 
ation of the accounting convention used as well as 
further explanations which do not constitute a 
qualification. As most attention concerning na- 
tionalised industry accounts has focused on their 
treatment of inflation accounting (e.g. Wright, 
1979; Likierman, 1983), this section concentrates 
on this aspect of the comments reported. In fact, 
it is to this issue that most of the audit comments 
relate in any case. 

The extent and the manner in which accounting 
conventions are commented upon is reported in 
Table 6 for the nationalised industries and in 
Tables 7 and 8 for the private sector. Taking the 
historic cost convention and amendments to it first, 
it can be seen that six nationalised industries made 
adjustments to historic cost accounting in 1976/7 
rising to eleven in 1979/80 and falling to eight after 
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Table 3 


Nature of qualifications in auditors’ reports 
Subject 76/7 
1. Uncertainty/inadequacies in BW 
pension provisions NFC 


2. CCA accounts incl HC because 
recoverable amount uncertair 


3. Interest provision made 
before capital structure agreed 


4. Litigation outstanding 


5. Going concern on 
assumption of sufficient 
finance 


6. Awaiting legislation to cancel PDC 


7. Uncertainty over nationalisa-ion. BS 
compensation terms 


8. Uncertainties over contract 
payments not provided for 


9. No provision for amortisation of assets 
(uncertainties over future earnings) 


10. Inadequate provisions to cover 
losses and restructuring costs 


11. Valuation of asset basis inappropriate 
in view of uncertainty of future profits 


12. Supplementary depreciation a 
departure from historic cost convention 
(insufficient to cover replacement cost) 


13. Depreciation charge on cap.tal not 
in accord with SSAP 


14. Uncertainty over adjustments 
required to write down assets 


15. Strike affected audit scope 


16. Insufficient provisions for BW 
maintenance obligations 
(bridges and reservoirs) 


17. Unable to form opinion or 
true and fair view 


18. Insufficient information on 
reasonableness of payments for 
postal services to government 


19. Ineffective reconciliation procedures 


20. Inappropriate accounting PO 
procedures for fixed assets 
and other items 


Source: Nationalised industries reports and accounts 


77/8 


BW 
NFC 
NCB 


. BAe 


BS 


BS 


BSC 


BW 


PO 


Year 
78/9 79/80 80/1 
BW BW 
NFC 
NCB NCB NCB 
BAe BAe 
BS BS 
BAA 
BS 
BSC BSC 
BW BW 
BA BA 
BS BS 
BS BS BS 
BS BS BS 
BS BS 
BSC BS 
Elec Elec Elec 
NOSHEB NOSHEB NOSHEB NOSHEB 
SSEB SSEB SSEB 
Elec Elec Elec 
BSC BSC 
PO PO 
BSC . 
BW BW BW 
PO PO 
PO 
PO 
PO PO PO 


BSC 
BW 


BS 
BS 
BS 


BS 


SSEB 


BW 


PO-BT 
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Note: The qualifications to accounts prior to 1976/7 relate to compensation for price restraint still subject 
to parliamentary approval (BGC, Elec Cncl, SSEB, NOSHEB, Post Office); pension provisions (NCB, NFC, 


BW); asset accounting procedures (Post Office). 
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Table 4 
Audit qualifications of private sector accounts 









1976/7 
Number of companies 24 
% of survey 8.0 


Nature of qualification (number of instances) 











(a) Subject 
Failure to comply with SSAPs or to follow 10 
generally accepted accounting methods 


Valuation of assets or liabilities 






Matters arising from 
contracts or commitments 









Uncertainties relating to 
subsidiaries or associates 


Use of going concern basis 
Miscellaneous 


(b) Auditors’ term 


‘subject to’ 13 
‘except’ 10 
disclaimer l 
adverse = 


Table 5 


Source: ICAEW, Survey of Company Reports (various editions). 
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~ Year 
1977/8 1978/9 1979/80 1980/1 1981/2 
19 21 20 23 20 
6.3 7.0 6.7 7.7 6.7 


11 
6 10 il 12 14 
2 


Persistence of audit qualifications—private sector 


76/7 


Percentage of accounts 
qualified in one year also 
qualified in the next (%) 


44.8t 


Year 


77/8 78/9 79/80 80/1 


55.6 57.1 52.9 56.3 


Note: Figures are entered for the year in which the re-qualification was reported. 
tIt is not clear if this includes companies dropped from the sample. 
Source: ICAEW, Survey of Company Reports, various editions. 


the introduction of SSAP 16. Only in the case of 
British Rail was there no mention of the account- 
ing convention in the first three years. The case of 
the electricity enterprises is noteworthy because in 
1977/8, when the adjustment for supplementary 
depreciation first appeared, it warranted only an 
explanatory note—the accounts only becoming 
qualified in subsequent years. It is interesting to 
note from Table 7 that private sector firms also 
displayed a similar level of departures from strict 
adherence to the historic cost convention. The 
pattern of reportage on and introduction of CCA 
statements is also similar between the two sectors, 


displaying a discernible increase following the issue 





of the Hyde Guidelines and SSAP 16. However, 
there is some indication that the high /evel of 
adoption in the nationalised industries was reached 
earlier than in the private sector (see Table 6 in 
conjunction with Table 8). It is also noteworthy 
that by the end of the period under review all the 
nationalised industries provided CCA statements. 
In three cases these were the only form of accounts 
and, in the case of the Post Office, they were the 
main form of financial information. In the private 
sector the coverage was less complete, with no 
companies providing only CCA accounts in 1980/1 
and one company providing only CCA statements 
in the 1981/2 survey. 
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Auditors’ highlighting of accounting convention—public sector 


Table 6 

Industry 76/7 
BGC HCC 
Elec HC 
NOSHEB HC 
SSEB HC 
BNOC n.a. 
NCB HC 
NBC HCR 
NFC HC 
PO HCC 
BTDB HCC 
BAA HCR 
BA HC 
BR m 
BAe n.a. 
BS n.a. 
BSC HC 
BA HCR 


Sc. Transport AP 


77/8 


HCC 
AP 
HCC 
AP 
HC 
HCR 
HCR 
HC 
HCC 


HCC 
HCR/CCA 
HC 

HCR 

HC 
HC/CCA 
HCR 

AP 


Year 

78/9 79/80 
HCC HCC 
AP AP 
HCC/CCA HCC/CCA 
AP AP 
HC HC 
HCR/CCA HCR/CCA 
HCR/CCA HCR/CCA 
HC HC/CCA 
AP AP 
HCC HCC 
HCR/CCA HCR/CCA 
HC/CCA HC/CCA 
AP AP 
HCR HCR 
HC HC 
HC/CCA HC/CCA 
HCR HCR 
AP AP 


Key: HC = Historic cost accounts only. 
CCA = Current cost accounts only. 
HCC = Historic cost accounts with supplementary depreciation. 
HCR = Historic cost accounts with revaluation. 

AP = Accounts prepared according to accounting policies set out in notes. 
-- = no reference to policy. 
/=more than one accounting policy mentioned. 


Table 7 


Auditors’ references to accounting convention—private sector 


. Reference to accounting 


convention only 


. Reference that convention 


included revaluation or supplementary 


depreciation 
. No reference 


Total 


1976/7 


1977/8 


69 


1978/9 


80/1 


CCA 
AP/CCA 
HCC/CCA 
AP/CCA 
HC/CCA 
HCR/CCA 
HCR/CCA 
HC/CCA 
HCC/CCA 


HC/CCA 
CCA 
HC/CCA 
AP/CCA 
AP/CCA 
HC/CCA 
HC/CCA 
HC 
AP/CCA 


Year 
1979/80 
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81/2 


CCA 

CCA 
HCC/CCA 
AP/CCA 
HC/CCA 
HCR/CCA 
HCR/CCA 
HC/CCA 


- PO-CCA/HC 


BT-HCC/CCA 
HC/CCA 
CCA 
HC/CCA 
AP/CCA 
AP/CCA 
HC/CCA 
HC/CCA 
HC/CCA 
AP/CCA 


1980/1 1981/2 


48 32 


219 216 
33 52 


300 300 


Note: Prior to the issue of Auditing Guideline U20 in March 1976 there was no recommendation to mention 


the accounting convention. 


Table 8 


Audit of statements adjusted for inflation—private sector 


Number of inflation 


accounting statements (no.) 


Proportion audited (%) 


1976/7 


32 
65.6 


1977/8 


99 
49.5 


Source: ICAEW, Survey of Coripany Reports (various editions). 


1978/9 


Year 


135 148 
63.7 64.2 


1979/80 


1980/1 1981/2 


233 283 
88.0 95.8 
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For the most part, CCA accounts presented 
by the nationalised industries were audited and 
judged to comply with the appropriate guidelines 
or standard. However, there were some exceptions, 
which may to a great extent be attributable to the 
confusion surrounding the treatment of the gearing 
adjustment which was referred to earlier. The 
exceptions were one case where the auditors stated 
that, although CCA accounts had been included, 
they had not been audited (BAA 1976/7); two cases 
where CCA accounts were present without any 
auditors’ comment (NFC 1978/9; SSEB 1978/9, 
1979/80); three cases where the gearing adjustment 
was reported as missing, which was a departure 
from recommended practice at the time (NFC 
1980/1; BAA 1977/8, 1978/9, BSC 1979/80); one 
case where the gearing adjustment was included 
when it was not supposed to be necessary for 
nationalised industries (BA 1980/1), and one case 
where it was specifically included because of im- 
pending privatisation (NFC 1981/2). By 1981/2, 
accounts were being audited with respect to the 
accounting policies reported and with the esti- 
mated gearing adjustment appearing as a note. The 
exceptions were the five cases where abridged CCA 
statements were referred to and the case of BNOC 
where the gearing adjustment was considered inap- 
propriate and not estimated, without comment 
from the auditors. 

What should also be borne in mind when exam- 
ining Tables 6-8 is that, in both the private and 
public sector, there were a substantial number of 
cases where, despite providing accounts on both 
historic cost and current cost bases, the historic 
cost figures included revaluations and supple- 
mentary depreciation. Though such an approach 
was permissible under standard accounting prac- 
tice it did blur the distinction between historic cost 
and current cost accounts. 


Summary and conclusions 


It has been seen that there is broad support in 
terms of both auditors’ qualifications and their 
comments for all three hypotheses set out earlier. 
The number of qualifications and comments 
closely followed the development of guidelines and 
standards setting out the appropriate wording. A 
generally consistent approach to both the private 
and public sectors was observed and, where 
-differences did occur, they were largely due to 
factors which did not apply to the private sector. 
Where differences occurred within the nationalised 
industry sector, they were generally seen to be 
within the scope of standard accounting practice. 
The apparent question of the inconsistency of 
treatment of supplementary depreciation between 
the Electricity and other nationalised industries 
was seen to be consistent with SSAP 12. However, 
it is necessary to qualify the conclusion drawn with 
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respect to the second and the third hypotheses. In 
particular, the confusion which surrounded the 
treatment of the gearing adjustment in nationalised 
industry CCA accounts appears to have produced 
some inconsistency in treatment both by the indus- 
tries themselves and by their auditors. However, 
auditors for the most part did draw attention to 
departures from standards or guidelines even if 
they apparently could not prevent them. 

The overall conclusion is that accusations that 
auditors of nationalised industry accounts are not 
doing their job appear to be ill-founded. A far 
higher level of qualifications and comments is 
made in the case of nationalised industries than in 
the private sector. Audit qualifications are found 
to persist over time in both the public and the 
private sectors. The problem, then, does not ap- 
pear to lie with the auditors, but rather with those 
who are responsible for ensuring that mis- 
demeanours are corrected. In the private sector, 
Department of Trade investigations are perhaps 
the ultimate weapon currently available to tackle 
serious cases of qualifications. However, the 
efficiency of this approach is probably limited by a 
practical ability to deal with only the handful of 
extreme incidents. The willingness of shareholders 
to. do anything is also constrained by the real- 
isation that is is easier to vote with one’s feet and 
sell the shares. As such, qualifications are likely to- 
persist until either the reason for their existence 
disappears or the directors of the company can be 
made to change their policies. In the public sector, 
responsibility lies with the sponsoring ministries 
and ultimately with Parliament. If there is dissatis- 
faction with the form and content of nationalised 
industry accounts then the focus of attention needs 
to be on finding some way to ensure that the 
desired changes are effected rather than on how 
problems are detected. Discussion of this is beyond 
the scope of this paper and is a matter towards 
which further research should be directed. 
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The Assumed Users in Three. 


Accounting Theories 


I. A. M. Fraser and C. W. Nobes* 


Identification of the perceptions of theorists, 
concerning the main users of financial statements, 
may be a means towards a better understanding of 
the soundness and relevance of their individual 
conclusions and the causes of their disputes. (The 
disputes continue: see Bell, 1982; Chambers, 1982; 


and Sterling, 1981.) In this brief paper, we consider - 


the theories of Edwards and Bell, of Sterling and 
of Chambers. We do. not here. look at earlier 
theories which did not give explicit consideration 
to users (e.g. Sweeney, 1936). | 


Edwards and Bell 


The work of Edwards and Bell (1961) has been 
constructed on the premise that business managers 
are the primary users of accounting information. 
At an early stage in their work (p. 4) they put 
forward the argument that the main function of 
accounting is to serve the needs of management— 
as a means of protection against fraud and theft 
and, much more importantly, as a means of evalu- 
ating past business decisions. Edwards and Bell 
(E and B) consider that the needs of other users of 
accounting information are less important. They 
recognise their influence as opposed to their needs: 
‘The tax authorities, the owners of the firm, secu- 
rity analysts, and the public at large should prob- 
ably be counted among those who influence the 
kind of data produced’ (p. 4), although ‘The point 
of view of external users...is not likely to be a 
dominant influence in the decisions of business 
firms as to which accounting techniques to prefer’ 
(p. 105). 

Edwards and Bell do mention the claims of other 
users: “When we move outside the firm itself, the 
evaluation of business decisions is equally 
significant’ (p. 59). However, this comes fairly far 
through their core chapter, by which time the 
essential elements of their theory have been con- 
structed; they are by now discussing the potential 
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usefulness of the developed theory to various con- 
stituencies of user. The justification for the 
identification of management as the main users is 
as follows: 


the bulk of accounting data is never made 
available to people outside of the business firm 
itself. Thus it seems safe to conclude that ac- 
counting information must principally serve the 
functions of management. (p. 4) 


From the above, it appears reasonable to infer 
that only the needs of management substantially 
influenced the development of the ‘core theory’. E 
and B say that ‘Whether the kind of data devel- 
oped for the internal purposes of the business firm 
will serve the external functions equally well is 
something we shall want to investigate’ (p. 5). 
However, the only time that the needs of external 
users are considered specifically is where E and B 
are deciding betweeen the rival claims of entry and 
exit values (p. 103). 

It would appear pertinent to ask whether ac- 
counting systems that claim Edwards and Bell as 
one of their main intellectual roots can reasonably 
be expected to be suitable for external financial 
reporting. It also seems that empirical work de- 
signed to discover what shareholders do of what 
they need may not be used directly to support or 
attack E and B. One would need to discover what 
management’s needs are and whether these are the 
same as those of shareholders. 

It is perhaps because it is known that managers 
have sources of information additional to the 
financial statements that the potential use of the 
latter for decision-making is largely ignored by E 
and B in favour of their role in ex post evaluation 
(pp. 4 and 81). Even where decision-making may 
be assisted, it appears to be the decision-making of 
management that is intended (e.g. pp. 101 and 
104). If shareholders had been seen as major users, 
their need for information to help with financial 
decision-making would perhaps have led E and B 
to different conclusions; for example, to a recog- 
nition of the importance of predictions of future 
cash flows (e.g. FASB, 1978). 

Later work by Bell (1982) does not modify the 
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main thrust of E and B. Accourting information 
from the E and B system is still -ecommended on 
the grounds that it: 


... distinguishes between...performances of 
firms...who purchased early, and those who did 
not...also provides essential informa- 
tion...for...potential entranis and existing 
firms...contemplating replacement and/or ex- 
pansion. (pp. 7, 8) 

[and is]..-useful to those inside the firm when 
(a) evaluating a decision...and (b) considering 
replacement...and useful for outsiders consid- 
ering entering the activity. (p 14) 


It is quite possible that E and 3’s theory is well 
suited to external financial reporting. It is not our 
purpose to confirm or deny that. We merely point 
out that the envisaged users were originally, and 
largely remain, managers and pctential managers. 


Sterling 


Sterling’s initial theory (1970) zontains clear and 
restrictive assumptions and, unlike the original 
work of Edwards and Bell, he is mainly concerned 
with decisions about the future. The accounting 
entity for which he strives to develop an ideal, or 
at least a preferred, measure of income is a single 
commodity trading venture which is attempting to 
maximise profits in a perfectly competitive market. 
Clearly these assumptions are sufficiently material 
to make the extension of Sterling’s developed 
theory, from his simple model to other types of 
firms, at best a hazardous venture. It is perhaps 
one of the obvious drawbacks of Sterling’s work 
that he devotes only 32 pages out of nearly 400 to 
attempting to adapt his theory to cover main- 
stream commercial and industr.al companies. 

Unlike Edwards and Bell, Sterling does not 
consider the claims of some group(s) of users to be 
more important than those of others. Instead he 
attempts to analyse the principal problems with 
respect to the ‘trader model’ in a general way (p. 
132) and, in this context, he cerives the various 
users and their decision information needs. 

Sterling classifies his users of information into 
‘managers’-—in the context of his model this is 
the trader in commodities—anc ‘other interested 
receivers’ (p. 132). He suggests that these ‘other 
interested receivers’ would include creditors, 
owners (as opposed to maragers), employees 
and government. Sterling does not examine at 
length the precise information requirements of 
each group of external users, end indeed he does 
not regard their specific identity as particularly 
important. The reason appears to be that all users 
external to the enterprise ars seen as reason- 
ably homogeneous as far as their decisions, and 
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consequently their information needs, are con- 
cerned. 

Examination of a further major work by Sterling 
(1979) suggests that he has not changed his posi- 
tion in this respect. His chapter on financial state- 
ments is set mainly in the context of their use as 
measures of ‘command over goods’ in order to 
facilitate decisions about buying or selling assets— 
normally the task of managers (p. 162). 

Sterling does deal with shareholders, as distinct 
from managers, but his arguments are mainly 
concerned with the need to disclose exit values so 
that a bottom bound is provided for the price of 
shares. This might suggest that, for going concerns, 
exit values should not form the main valuation 
basis, but would be useful as notes. Sterling still 
sees shareholders as being able to choose in some 
unusual cases. whether to ‘use the asset, sell the 
asset, or sell the piece of paper [the share} (p. 189). 
Nevertheless, this emphasises that shareholders are 
not normally able to buy or sell a company’s 
assets. 

Perhaps the problem is made even clearer in a 
later paper (Sterling, 1981), where Sterling asks 
‘the reader to get involved in the decision instead 
of worrying about what information some un- 
known users may or may not want or understand’ 
(p. 100). It has been pointed out elsewhere (Nobes, 
1983) that a decision-usefulness argument cannot 
be sensibly run without knowing who is trying to 
decide what. , . 

Sterling’s decision-taker is the owner/manager. 
But in larger companies, this must mean the 
manager and not the owner, because it is only the 
former who normally makes decisions about buy- 
ing and selling the business’ assets. Thus Sterling’s 
theory too has management as the prime users. 
The question of the relevance of the theory to the 
choice of the main external financial reporting 
system (as opposed to considerations of what 
might be useful supplementary data) must be 
raised again. 


Chambers 


Chambers (1974), like Sterling, is primarily con- 
cerned with the decision-usefulness of financial 
information; unlike Sterling, however, he does not 
develop his theory from a base of severely re- 
strictive assumptions. Instead, from the start, he 
analyses on the universal level: 


A synthesis has been attempted therefore which 
recognizes a common element in the interests of 
all these groups [of users] and a singular orien- 
tation. (p. xxxiv) 


The focus is on providing information which is 
objective and is useful to a variety of 
participants/constitutents; rather than on starting 
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from the specific uses which actors (to use Cham- 
bers’ terminology) have for accounting informa- 
tion: ; | 


We cannot say how people will use an object; we 
can make objective statements about the condi- 
tions in which an object is useful,...(p. 97) 


Thus, Chambers, like Sterling, regards the needs 
of the various constituents as reasonably homoge- 
neous. However, it is clear that the users on which 
the theory is based must really be managers: 


We will consider the overall arrangement at this 
stage and a single agent or manager. (p. 190) 


In chapter 11 the assumptions are relaxed: the 
needs of shareholders are considered. However, the 
emphasis is on the need for shareholders to know 
the relative capacities for adaptation of firms (for 
example, to expand or to switch to other oper- 
ations if trade 1s expected to contract) (p. 277). 
Nevertheless, it is managers who make decisions on 
buying, selling and adapting the firm’s assets. 
Chambers confirms that: 


...1N no respect has the system we have devel- 
oped been influenced by an investor’s view- 
point...but on whatever may happen to be the 
viewpoint of the interpreter (p. 280). 


We are not arguing that information about current 
cash equivalence is not useful to all users of 
financial statements. We seek here neither to 
confirm nor deny that such information is the most 
useful (or even the only useful?) information for 
managers. We do not question the strength of 
Chambers’ arguments for the value of the informa- 
tion, and therefore we do not quote the arguments. 
We merely note that, as with Sterling, a theory has 
been developed which does not regard as critical 
the specific information needs and decisions of the 
main users whose interests external financial re- 
porting is normally deemed to serve. 

This conclusion ts not altered by study of further 
works. For example, Chambers (1974) argues that: 


The object of...the financial statements...is to 
present the aggregative positions and results of 
firms as wholes, for the benefit of... all classes of 
managerial person...and all external classes of 
person whose acts are the better informed by 
knowledge of the firm as a whole. (p. 136) 


Later still, Chambers (1982) concludes that: 


The corresponding financial state...indicates 
whether...modifications of plans may be de- 
sirable or necessary, whatever may be a firm’s 
long-run goals. (p. 26)...The firm would then 
choose between the options that which promises 
the greatest prospect of income...(pp. 36/7) 
(our italics). 


Thus, the decision-makers are seen as either (i) 
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managers of the firm (who may or may not be 
owners), or (ii) managers, plus others who are 
deemed to need the same information as managers. 


Conclusion 


It is not our purpose to criticise or to choose 
between the renowned theories discussed here. 
There is no suggestion here that the information 
provided by any of the systems could not be useful 
to all users. Our intention is to examine how the 
theories might be interpreted and applied in the 
context of external financial reporting, where the 
arguments often concern which accounting system 
might provide the most useful (or, sometimes, the 
only useful) information to shareholders. 

A clear difference between the above theories 
emerges in the extent to which financial statements 
are seen mainly as ex post evaluations (Edwards 
and Bell) or as decision aids (Sterling and Cham- 
bers). 

However, the preponderant evaluators or 
decision-makers turn out to be managers: each of 
these three theories is based upon the identification 
of management as users (and, explicitly or im- 
plicity, as the main users) of financial statements. 
In Edwards and Bell this is evident throughout; in 
Chambers and Sterling it is an inescapable conclu- 
sion from the decisions being considered (in some 
cases, where a broader range of decision-makers is 
suggested, the decisions are still primarily those of 
managers, or in other cases the non-manageria! 
decision-makers might find other information as 
useful or more useful). To the extent that subse- 
quent theorisers and accounting standard-setters 
draw inspiration from these works, caution should 
be used when the matter under consideration is the 
choice of the most appropriate basis for financial 
statements intended for shareholders and other 
external users. 
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Book Reviews 


The Seventh Directive—Consolidated Accounts in 
the EEC. Sharon M. McKinnon, edited by Alan D. 
H. Newham. Kluwer Publishing, 1984. 392 pp. 
£19.50. 


After eight years of negotiation the EEC Seventh 
Directive on consolidated accounts was formally 
adopted in June 1983. Member states are required 
to bring their law into concordance with the 
Seventh Directive by I January 1988 and to imple- 
ment its provisions by 1 January 1990. 

This book explains the provisions of the Seventh 
Directive and the implications of their imple- 
mentation for the individual EEC countries. In the 
Foreword it is revealed that the book was commis- 
sioned by the member firms of Arthur Young 
International in Europe, and the author and others 
responsible for its production must be praised for 
the timeliness of the publication. There are other 
favourable features—the book is lucid and well 
written, well presented and appears to have been 
conscientiously researched. 

The objective in producing this book is not 
altogether clear. It falls between an academic pub- 
lication and an ‘in-house’ technical publication of 
Arthur Young International. However, it is inade- 
quate as a practitioners’ handbook for the follow- 
ing reason. There is only one comprehensive 
worked example. To be useful as a reference work 
for practising accountants a number of small illus- 
trations, particularly in chapters dealing with the 
individual countries, is needed, but this is lacking. 
It is stated in the Foreword that ‘if a definitive 
answer is required on any specific matter relating 
to the application of the directive in practice, 
reference should be made to appropriate profes- 
sional advisers’, but this counsel is not of much 
help to readers. 

Hence the book is likely to have a limited appeal. 
The United Kingdom is one of the countries least 
affected by the Seventh Directive, and the price of 
the book relative to its usefulness may be consid- 
ered high. It is likely that it will be purchased 
mainly by libraries and the larger accounting firms. 

The main weakness of the book is that it con- 
tains little by way of conceptual criticism, or other 
explicit criticism, of the Seventh Directive. How- 
ever, the accounts of the many compromise solu- 
tions adopted in the directive convey an implicit 
criticism of the bargaining process in the har- 
monisation of accounting law and practice. Some 
examples of this are given below. 
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The problem of defining the company group 
given the different objectives of financial reporting 
in the member states is described on pp. 19-22. 
Briefly the two main approaches are: the German 
conception of the group based on the existence of 
central and unified management (i.e. de facto con- 
trol) and the British conception of the group based 
on ownership (i.e. de jure control). The first ap- 
proach is consistent with the objective of disclosing 
information to government bodies for tax and 
planning purposes, the second with that of dis- 
closing information to shareholders of the parent 
company. The directive requires consolidation 
based on the ownership or legal power to control 
principle, but several options exist, including the 
use of the unified management criterion. 

On p. 72 it is explained that Article 30 of the 
directive requires goodwill on consolidation to be 
written off over a period not exceeding five years. 
But again a number of options are available, for 
example, a longer period is permitted if it does not 
exceed the useful economic life of the goodwill, or 
alternatively the goodwill may be written off imme- 
diately against reserves. The only treatment not 
permitted by the directive is carrying goodwill 
permanently as an asset. 

There is a bewildering array of options and 
optional exemptions covering a variety of areas, as 
for example on whether the presentation of con- 
solidated financial statements is required of parents 
which are not limited liability companies (pp. 
45—46); of financial holding companies (pp. 46-48); 
and of small and medium size companies (pp. 
48-51). The concluding chapter of the book (pp. 
315-323) contains a summary of some of the 
controversial issues and the options and exemp- 
tions permitted by the directive. 

This reviewer cannot avoid leaving the book 
with a strong sense of disenchantment with har- 
monisation. Directives are intended as instructions 
to member states to bring their law into concord- 
ance. Given the large number of options, optional 
exemptions and compromises present in the 
Seventh Directive, concordance will represent har- 
monisation only in a narrow technical sense and 
the objective of promoting similar business rules 
and conditions within the EEC community will not 
have been achieved. 


Sydney Ronald Ma 
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Current Cost Accounting: The Benefits and the 
Costs. Bryan Carsberg and Michael Page (eds). 
Prentice-Hall International, 1984. 4 vols., 484 pp. 
£28. 


Few research reports can have had so much con- 
troversial attention in the UK profession's tabloid 
press as these studies. At issue was the extent to 
which the results supported or undermined CCA, 
at a time when the Accounting Standards Commit- 
tee was reviewing SSAP16 and arguing its way 
towards ED35. Now all the stadies. have been 
published in four volumes. 

The project was initiated by the Institute of 
Chartered Accountants in England and Wales, and 
overseen by Professor Carsberg as the Institute’s 
Director of Research. The aims were to investigate 
uses, benefits and costs of CCA for the review of 
SSAP16. In the first volume Carsberg provides a 
summary report and goes on to draw his own 
personal conclusions. The remaining volumes con- 
tain the results of 15 studies Dy a variety of 
authors. 

Volume 2 gives a wide range of evidence on 
specific users. Among the results are a press use 
largely confined to the Financial Tunes and a 50 per 
cent use in stockbrokers’ reports (Bayliss, pp. 92 
and 96), little use by institutional investors except 
for dividend cover (Boys and Rutherford, p. 124), 
‘a ‘weak vote in support’ by investment analysts 
(Carsberg and Day, p. 166) and a strong govern- 
ment use concerned mainly with the nationalised 
industries (Hargreaves and Sherer, p. 191). Man- 
agement accounting users are represented in a 
study by Pearcy of six major companies. 

Three further papers by the editors examine 
costs of preparation, availability of data, and the 
reliability of ‘special measurements’ for tech- 
nological change, recoverable amaunt and special- 
ised assets. The results on recurring costs, although 
based on only 18 companies, ranged from less than 
£1 to a maximum of £41 per £100,300 of turnover. 
‘Special measurements’ uncovered some problems 
in implementation which also feature in the Archer 
and Steele survey in volume 4. 

Volume 3 looks mainly at stock market effects of 
CCA information. As might be expected from 
Volume 2, and from American studies, there are 
strong signs of historical-cost fixation in the mar- 
ket. Two separate studies, by Appleyard and 
Strong and by Board and Walker, find no evidence 
that SSAP16 had a market impact beyond that 
already made by historical cost. A further study by 
Board and Walker suggests that estimated real 
business income (on Edwards and Bell lines) has 
even less relation to market prices, which may well 
reflect that this measure is neither familiar to the 
UK financial community nor very easily obtained 
from SSAP16 numbers. 

However, the next two studies yield positive 


149 


results. An ‘explanatory power’ study by Page 
leads to the cautious suggestion that ‘although CC 
information may not add to the explanatory power 
of HC earnings at all times, it does so for some 
groups of companies at some times’ (p. 280). A 
more clear-cut outcome is obtained by Skerratt 
and Thompson, with results supporting the hy- 
pothesis that ‘investors use historic cost earnings as 
a primary method of evaluating performance, 
although they make small marginal adjustments to 


such data in the light of .. .CCA...’ (p. 295). This 
study is remarkably lucid in its explanations of 


market reaction studies. It also points to the 
dilemma that the tests are most effective in the very 
short run, whereas ‘in the long run (over a period 
of years), the economic realities which are reflected 
in CCA data could be the only systematic element 
left in security prices’ (note 2, p. 315). 

In the final study of volume 3, Thomson exam- 
ines relationships between CCA and historical cost 
numbers. One of the findings is a high correlation 
between profits on the two bases, a result which 
also appears in one of the Board and Walker 
studies. But, as Carsberg points out in his sum- 
mary, a stable intercompany pattern in one year 
does not imply a stable pattern from year to year 
for individual companies. Thomson also explores 
‘do-it-yourself replication of CCA from historical 
cost data, with some success for the gearing adjust- 
ment, less for depreciation and poor results for 
costs of sales and monetary working capital adjust- 
ments. 

Volume 4 is devoted to the Archer and Steele 
study of listed companies. Its coverage of 484 
respondents must make it one of the largest com- 
pany surveys ever conducted on a UK accounting 
issue. A well-known finding of the survey is that a 
minority (25 per cent) of the companies were 
happy or lukewarm about compliance, whereas a 
majority (60 per cent) were complying from obli- 
gation. The big problem with such a result is how 
much weight (if any) should be given to the 
happiness of preparers, and the authors acknowl- 
edge ‘the views of users of published accounts are 
at least as important...’ (p. 423). But there is a lot 
more in this study. Just one example is an intrigu- 
ing and important result on management ac- 
counting which suggests that systems adaptations 
(such as frequent standard cost or budget re- 
visions) ‘are not being widely used as alternatives 
to making inflation adjustments in management 
accounts. On the contrary, those respondents mak- 
ing no such [inflation] adjustments. .., on average, 
also made fewer systems adaptations...’ (p. 400). 

Archer and Steele conclude by suggesting a mini- 
mal one-line general index adjustment of the P & 
L. Some members of the ASC flirted with this 
approach, but fortunately it was discarded. 
Aithough implementation would cost little, the 
benefits promise even less; such a simple adjust- 
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ment can hardly be expected to give extra informa- 
tion content. | 

In his summary report Carsberg says that the 
most appropriate short statement on the research 
is that the results are mixed. It is impossible to 
improve on that. Whether benefits so far identified 
justify the costs is, like so much tn accounting, a 
matter of judgement. Carsberg convincingly argues 
that they do, but also suggests that people may 
need time to learn a new system. It could be added 
that their minds might have been concentrated 
wonderfully by higher inflation and CCA tax 
allowances. 

An appendix to the summary report includes a 
suggested change to the SSAPI6 gearing adjust- 
ment, and in his personal conclusions Carsberg 
effectively advances a financial capital maintenance 
format with concessions to physical maintenance 
in the direction of distributable profit. The ends are 
laudable but this reviewer is unconvinced about the 
means. There are also a couple of curious features: 
a discussion of depreciation (p. 65) which implies 
a norm of constant or increasing real cash flows 
without obsolescence, and a ‘cash flow statement’ 
(p. 70) which is essentially a statement of CCA 
earnings minus net investment and distributions. 

Overall this is a rich collection, with a clarity of 
writing which is remarkably consistent for such a 
large number of contributors. It must be essential 
‘reading for anyone who is for, against, or un- 
decided about, current cost accounting. 


University of Bristol Don Egginton 


Financial Accounting Theory. Its Nature and Devel- 
opment. Scott Henderson and Graham Peirson. 
Longman Cheshire, Melbourne, 1983. ii + 267 pp. 
A$14.95. 


Henderson and Peirson have fashioned a text on 
accounting theory which is, to this reviewer's mind, 
far better than any other on the market, but one 
which falls well short of what is needed and 
desirable. 

The great virtue of the book is its structure, and 
especially its broad historical sweep. One does not 
get lost in the forest in and amongst the trees. The 
book has a sense of balance as to developments 
before the 1960s, during the 1960s, and since. The 
first three chapters concern the nature of the 
subject matter (‘theory’ in general and ‘accounting 
theory’ in particular). The authors then take us 
through a Chapter 4 on early history, and on to 
Chapters 5 and 6 on the central problems which 
modern accounting theory treats (valuation of 
assets and liabilities and the related problem of 
income measurement). In Chapters 7 to 9 the 
authors deal with the so-called normative theory 
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period, primarily of the 1960s but including some 
of the developments since. Finally, in three con- 
cluding chapters (10-12), they consider modern 
alternatives to the work of the 1960s, mostly under 
the guise of ‘positive accounting theory’ with 
special reference to share trading and the efficient 
market hypothesis. The general structure of the 
book approximates a book on accounting theory 
that this writer has always wanted to see and teach 
from. 

The weaknesses of the book lie in the parts, in 
the actual handling of content. Consider first the 
authors’ overall perspective on their central subject 
matter. Running from the beginning of the book, 
and especially in Chapter 1 (e.g., p. 10), again at 
the beginning of Chapter 3 (p. 24), and again in 
Chapters 7-10, is a simplistic and naive view that 
‘normative theory’ in accounting ‘recommends or 
prescribes actions or behaviour...supported by 
little except the value judgments of the author’ (pp. 
24, 211), in contrast with ‘scientific theories which 
explain or predict and, in many cases, both explain 
and predict’ (p. 24). Good normative accounting 
theory, however, is not ‘unscientific’. Like good 
normative economic theory (which has been used 
to reason through anything from Revealed Prefer- 
ence to Pareto Optimality), normative theory in 
accounting seeks to develop a rigorous analytical 
framework akin to, and frequently using, mathe- 
matical logic. And pure mathematics has always 
been considered a ‘science’, although it does not 
normally use empirical evidence (sometimes associ- 
ated with the term ‘scientific method’) to support 
its conclusions. 

The distinction which the authors are pre- 
sumably trying to draw is not between ‘normative 
theory’ on the one hand and ‘scientific theory’ on 
the other, but between ‘normative theory’, which 
admittedly is not free of value judgments, and 
‘positive theory’, which some claim is free of value 
judgments. (Others, including myself, would argue 
that no useful intellectual activity can really be 
totally free of such judgments—it is an old issue, 
long disputed in economics, for example.) The 
central issue between ‘normative’ and ‘positive’ 
accounting is whether accounting theory should 
delve into ‘what ought to be’, contrasting that with 
‘what is’, or limit itself to describing ‘what 
is’—perhaps in the belief that ‘whatever is, is right’, 
in the words of Alexander Pope. If reasoning about 
‘what ought to be’ is simply the expression of a 
value judgment, it is not ‘theory’, any more than 
pure descriptive reasoning about ‘what is’ is ‘the- 
ory’. Both ‘normative theory’ and ‘positive theory’ 
can and should (if they are to be termed ‘theory’) 
use rigorous, analytical thinking of a logical ‘from 
this—follows this’ type to ‘explain’ whatever it is 
each seeks to explain. (Or ‘predict’, if that is the 
point of the exercise, but that is another issue.) 
And what one wishes to explain may well be how 
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far away in practice one is from what can ration- 
ally be posited as the ideal. An analogy in eco- 
nomics might be the positing of Pareto Optimality 
as an ideal. Pareto Optimality is a rigorously 
reasoned position wherein no one -ndividual can be 
made better off without making some other indi- 
vidual worse off—one’s desire to be in such a 
position in the end involving a value judgment. 
Much more needs to be said abort all of this. My 
point here is that Henderson and Feirson do not do 
justice to the issue, which is of fundamental im- 
portance to their work. 

‘What ought to be’, involving the notion of 
‘objectives’ in accounting, and Low one should 
work toward these, surely is a necessary ingredient 
in any ‘theory’ of accounting. It is, then, amazing 
that a book on accounting theory published in 
1983 should deal with these matters, yet not have 
a single mention of the ‘Conceptual Framework’ 
efforts of the Financial Accourting Standards 
Board, nor of the first three conceptual framework 
statements, the first on ‘Objectives’, published in 
1978, the second, on ‘Qualitative Characteristics’, 
and the third, on ‘Elements’, both published in 1980. 
Chapters 6 and 7 in Henderson—Peirson specifically 
treat the very problems with which the FASB has 
been wrestling in its Conceptual Framework 
project. More broadly, the FASB has been devel- 
oping a theoretical framework for the discipline, 
not just something to be associated with and used 
for standard setting. Standards must be consistent 
with what practice ‘ought to be’, and surely this is 
the essence of ‘normative theory’ in accounting. 
Yet there is no indication in Henderson and 
Peirson’s book that a lot of ‘official’ thinking has 
gone into this process over the years. This is 
particularly true of work undertaken in the United 
States, from that dealt with by Reed Storey in his 
The Search for Accounting Principles (AICPA 
1964, reprinted by Scholars Book Co.) covering the 
period 1930-1960, to Sprouse and Moonitz in the 
1960s, to the current work of the FASB, not to 
mention The Corporate Report and similar docu- 
ments in other countries around the world (includ- 
ing Kenley and Staubus’s 1972 Objectives and 
Concepts of Financial Statements in Australia 
itself{—Barton’s 1982 work was perhaps too recent 
for the authors to cite). Henderscn and Peirson 
deal much too narrowly with ‘academic’ contri- 
butions to accounting theory, larzely neglecting 
‘official’ contributions, especially those of the 
FASB in its attempt to fashion a ‘Conceptual 
Framework’ for the discipline. 

My dismay at a good bit of the content of the 
book, while having considerable admiration for its 
general structure and sweep, carries to other 
matters. The normative theory chapters are set 
forth badly. In the first place, in the Chapter 7 
overview of normative writings, the authors choose 
to focus on the ‘true income’ vezsus ‘decision- 
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usefulness’ distinction developed in the American 
Accounting Association’s Statement on Accounting 
Theory and Theory Acceptance (SOATATA) 
(1977). The anachronisms inherent in attempting 
to classify normative theorists by using this dichot- 
omy have been ably set forth in Peasnell’s review 
of SOATATA in ABR (Summer 1978), which 
Henderson and Peirson seem not to have read. 
Second, the authors’ categorisation of normative 
theories separately in terms of PVA (Present Value 
Accounting) and CPP in Chapter 8, and CCA, 
CoCoA, and DVA (Deprival Value Accounting) in 
Chapter 9, glosses over and essentially obscures the 
fundamental notions of (1) adjusting assets and 
liabilities to current values (entry, exit, or deprival 
values) on the one hand, and (2) adjusting for 
changes in the value of the measuring unit (i.e. 
adjusting for changes in the general price level) on 
the other. Adjusting for these two phenomena 
together, in an integrated manner, is what under- 
lies the useful FASB terminology Current (versus 
Historial) Cost/Constant (versus Nominal) Dollar 
accounting. Handling matters. in this combined 
fashion further facilitates the reconciliation of a 
current value/constant purchasing power approach 
with Hicksian Income (PVA) on the one hand, and 
traditional accounting income on the other. It 
also helps to clarify different capital maintenance 
benchmark assumptions. Third, the authors’ 
reconciliation of comprehensive CCA income 
(using a financial capital maintenance benchmark) 
with traditional historical cost accounting income 
(p. 176 ff) is misleading. The notion that ‘realisable 
holding gains’ can be broken into ‘realised’ and 
‘unrealised’ component parts, and that traditional 
accounting income includes the former (with cur- 
rent operating income) while comprehensive CCA 
income includes both, the difference therefore 
being inclusion or exclusion of unrealised gains, is 
valid only for a simple ‘starting-up’ period. It is 
better to reconcile the two concepts in the way 
Parker-Harcourt did in their classic introduction to 
Readings in the Concept and Measurement of In- 
come. One can define O to be Current Operating 
Profit, A to be holding gains earned and realised 
in the present period, B to be holding gains earned 
in former periods but realised in the present period, 
and C to be holding gains earned in the present 
period but as yet unrealised. Comprehensive CCA 
income is then seen to differ from traditional 
historical cost income by C-B, not by just C 
alone. | 

I could recite further qualms about these three 
chapters, and similar qualms about the last three 
chapters. But space allowances preclude this. I 
conclude by suggesting that the Henderson— 
Peirson book is well written, and makes for a lively 
jumping off place for discussion in an advanced 
theory course. If the instructor is wary, he or she 
can use the book to good advantage. If the book 
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is used uncritically, however, its clarity and nice 
sweep may lull a user into an unquestioning 
acceptance of a lot of unfortunate anomalies now 
existing in the literature. 
Jones Graduate School of Philip W. Bell 
Administration, Rice University 


Current Cost Accounting in the Nationalised Indus- 
tries. M. C. Wells. University of Glasgow, School 
of Financial Studies, 1984. 72 pp. £4.00. 


This publication is the first in a new research 
monograph series by visiting and established mem- 
bers of the School of Financial Studies at the 
University of Glasgow. Professor Wells sets out to 
examine the alleged defects in the accounts of the 
nationalised industries. The analysis considers 
whether the defects have arisen because of prob- 
lems in the methods of accounting prescribed for 
the industries or whether they are due to the 
manner in which the methods have been applied. 
Attention focuses particularly upon the require- 
ment that target rates of return are set on the basis 
of CCA. It should be borne in mind that Professor 
Wells is addressing himself only to the ‘public 
utility nationalised industries with social obli- 
gations’, something which might have been empha- 
sised right at the beginning of the paper, instead of 
coming clearer only later on. The discussion in this 
short monograph is well set out. Beginning with a 
synopsis of the author’s findings, the first chapter 
proper outlines and critically discusses account- 
ability in the nationalised industries and the means 
by which such accountability has hitherto been 
carried out. Chapter 2 presents a brief summary of 
survey findings on inflation accounting in the 
nationalised industries, whilst Chapter 3 concerns 
itself with a critical analysis of the constituent parts 
of CCA as embodied in SSAP 16. Having con- 
cluded that SSAP 16 is inappropriate as a basis for 
performance assessment in nationalised industries, 
Chapter 4 examines alternative indicators of per- 
formance in terms of those focusing on non-profit 
measures (as recommended by, especially, Davies 
and McInnes) and profit-based measures (in par- 
ticular the work of Likierman, Lapsley, and Cars- 
berg and Lumby). Drawing upon the earlier dis- 
cussion, Chapter 5 identifies four criteria— 
stewardship, cost of service, financial viability, and 
responsibility reporting—which must be satisfied 
for complete accountability of the nationalised 
industries to be obtained. Although these criteria 
do not conflict with the general requirements of the 
1978 White Paper it is argued by Professor Wells 
that an alternative approach is required which 
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avoids the ‘meaninglessness’ and the ‘farce’ of 
indicators which are based on profits or rates of 
return on assets. This alternative approach is to be 
found in Chapter 6, which presents a suite of 
statements designed to meet the various informa- 
tional requirements of those seeking to assess the 
performance of the nationalised public utilities. 
The suite of four statements proposed consists of 
an operating statement, a statement of external 
transactions, a statement of investment and a 
statement of solvency. Emphasis is also given in 
these statements to measurement of physical rather 
than financial efficiency. A simplified example is 
used to demonstrate the format of the proposed 
statements. 

In presenting this approach Professor Wells has 
provided a piece of work which is sure to provoke 
a great deal of discussion both in academic and 
practitioner circles. Whilst he does rehearse some 
valid criticisms of the general applicability of CCA 
as embodied in SSAP 16 (but some reference to 
other forms of inflation accounting would have 
been useful) and of the existing system for assess- 
ing accountability in nationalised industries, it is 
necessary to question some of his comments on the 
behaviour of the nationalised industries and their 
auditors. More importantly, his major premises for 
abandoning the approach which has been devel- 
oped following Cmnd 7131, are open to debate. 

It is true to say that there has been a very varied 
pattern in the manner in which nationalised indus- 
tries have introduced inflation accounting and in 
which they present their accounts. However, some 
of the blame for this state of affairs must lie with 
the accounting profession in terms of the time 
taken and uncertainty involved in the introduction 
of a standard on inflation accounting. The manner 
in which accounts have been presented has been in 
line with generally accepted accounting practice. 
To accuse nationalised industry auditors of at 
times bowing too much to sponsoring ministries or 
to Treasury pressure is to overlook the statutory 
powers of these bodies as contained in the enabling 
legislation, to understate greatly the attempts made 
by auditors to ensure that these departments do 
not exert an undue influence on the way accounts 
are presented, and to ignore the fact that auditors 
do qualify nationalised industry accounts to a 
substantially greater extent than is the case for the 
private sector. 

However, the major comments which are neces- 
sary concern the reasons why profits and return on 
assets are inappropriate and immeasurable for 
public utility nationalised industries with social 
obligations, A number of arguments are advanced 
by Professor Wells at various points in the mono- 
graph as to why replacement cost valuation of 
assets is neither possible nor relevant. The main 
valuation principle underlying CCA is Bonbright’s 
(and others’) notion of the value to the owner or 
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deprival value, which except where PV and NRV 
are lower, is the replacement cost of an asset. For 
Professor Wells this concept has [ttle relevance to 
a business that has not been deprived of an asset 
and which is being accounted for on the assump- 
tion that it is a going concern. Professor Wells 
contends that this is particularly true for nation- 
alised industries which do not face the possibility 
of bankruptcy. This argument is oben to question. 
Once the decision to continue the nationalised 
industry as a going concern has been taken, then 
deprival value does become relevant. If the owner 
were to be deprived of an asset (e.g. when it 
becomes completely worn out) tt needs to be 
replaced if the business is to remain as a going 
concern. If the nationalised industries are as con- 
strained as Professor Wells main-ains, then the 
asset must be replaced and replacement cost is the 
correct valuation basis. However, tae nationalised 
industries may not be so constrained; for example, 
they may be able to change their production 
functions, as British Gas did in the supply of 
natural gas. When the possibility for such mobility 
as this exists then holding gains do become relevant 
to the nationalised industries as they must be seen 
as seeking to maintain their real income stream 
rather than their physical assets ər productive 
capacity. Under such circumstances, replacement 
cost is again the appropriate valuation basis. Even 
if none of the above were true, the appropriate 
valuation of even loss-making nationalised public 
utilities would not be the extremely low recov- 
erable amount that Professor Wells suggests. Such 
exit values do not represent the consequences of a 
course of action that will be taken. On Professor 
Wells’ own arguments, the nationalised industries 
cannot go bankrupt. If the Government has de- 
cided, for the time being at least, that it is worth- 
while continuing with production th2n such con- 
tinuation implies replacement. The use of exit 
values may be useful for a statement of solvency, 
but that is not the same purpose as for measuring 
performance. It might well have be2n useful to 
have explored the possibilities of using different 
income and capital measurement bases for 
different purposes rather than to have dismissed 
CCA and rate of return measures out of hand. 

The second major problem with asset valuations 
concerns the possibility of inter-genera-ional cross- 
subsidisation of consumers, as current consumers, 
were they to contribute both the replacement cost 
of assets and the repayment of loan funding, would 
effectively be paying twice for the product. It is 
quite possible in these circumstances that the 
future ‘generation’ of consumers would be the 
same as the current ‘generation’: consumers would 
therefore be ensuring future supply for themselves. 
Even if this were not the case the argument is open 
to the criticism that cross-subsidisation by current 
non-consumers is ignored. Of course, this is met 
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through social obligation grants, but in a world of 
finite resources some mechanism for determining 
the level of such payments is required. A target rate 
of return on assets using some form of inflation 
accounting goes some way to assessing the per- 
formance of these industries. The double-counting 
problem, producing the  cross-subsidisation 
identified by Professor Wells, is avoided anyway as 
such targets are set pre-interest. 

Asset valuation affects profit through the rate 
of depreciation charged. For Professor Wells the 
arbitrariness of this process, combined with two 
other factors, renders profit useless for measuring 
performance in the nationalised industries. Some 
reference to the work of Thomas in this respect 
would have been useful, and supportive of his 
arguments. Price-setting in the absence of ‘normal’ 
markets forces Professor Wells to prefer budgeted 
‘surpluses’ or ‘deficits’ to profit. But irrespective of 
the influence of the depreciation method chosen 
any notion of a surplus/deficit is also going to be 
affected by the same price-setting problems. The 
question of the influence of social obligations on 
profits also carries little weight since social costs 
are not meant to be met out of ordinary commer- 
cial revenues. Those nationalised industries where 
social obligations are explicitly recognised are 
meant to be assessed upon their financial per- 
formance after taking social factors into account. 

Professor Wells’ disquiet with respect to 
financial criteria leads him to stress the importance 
of physical measures of efficiency. There is no 
doubt that a complete understanding of the per- 
formance of the nationalised industries requires 
physical performance to be taken into account. 
However, undue emphasis on this aspect of per- 
formance will give a misleading impression of the 
economic use of resources by these industries. The 
recent experiences in the National Coal Board 
illustrate well the problem. It is all very well to 
record increases in the physical amount of coal 
produced per man shift, or whatever, but this 
completely ignores demand considerations in the 
market place and the costs of storage where excess 
supply exists. Moreover, as the Monopolies Com- 
mission has pointed out, in order to assess whether 
the nationalised industries are utilising the best 
input mix, it is necessary to measure the cost of 
both capital and labour. 

Whether certain commentators like it or not the 
nationalised public utilities, despite their social 
obligations do have substantial trading activities of 
a commercial nature. They may be legal monopo- 
lies, but they are not necessarily technical ones and 
substitute fuels or means of transport are available. 
In a world of finite resources choices have to be 
made as to how scarce resources are to be allocated 
between competing uses. As such a measure of 
return on assets is required as a guide-post. But 
Professor Wells correctly points out that a range of 
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measures is required to obtain a complete under- 
standing of nationalised industry performance. 


University of Nottingham Mike Wright 


Accounting for Portfolio Investments. The Canadian 
Institute of Chartered Accountants, 1984. xiv + 134 
pp. Can $19.50. 


This Research Study suffers from the almost un- 
avoidable defect of technical research on specific 
problems commissioned by professional account- 
ancy bodies: concentration on the ‘how’ to the 
detriment of the ‘why’. The Study contains a 
thorough survey of current-Canadian practice on 
accounting for portfolio investments. It analyses 
technical methods of dealing with the carrying 
value of portfolio investments in the balance sheet 
and income and gains or losses from portfolio 
investments in the profit and loss account. Yet the 
Study scarcely considers why accounting for port- 
folio investments should raise any problems at all, 
i.e. what enterprises are trying to achieve through 
financial reporting in this area. 

Because fundamental issues are only 
superficially dealt with, the conclusions of the 
Study Group (and it should be mentioned that 
both a majority and a minority report are 
presented) appear to depend more on assertion, on 
the practising accountant’s intuition as to the 
objectives of financial reporting, than on logic. 

One of the Research Study’s main weaknesses is 
a failure to analyse the differences between port- 
folio investments, looked at as individual assets of 
an enterprise, and an investment portfolio, viewed 
as something more than the sum of its components. 
The Study does indeed go some way towards 
recognising the existence of the difference, since it 
defines portfolio investments as ‘investments that 
are intended to fulfil a long-term investment strat- 
egy of an enterprise and are generally passive in 
nature’, and states that ‘it is important to dis- 
tinguish between a single investment and an in- 
vestment portfolio’. Yet the Study’s main dis- 
cussion is in practice directed towards investments 
viewed individually. 

The Study classifies portfolio investments into 
two groups: fixed-term and equity. The accounting 
treatments recommended for the two groups are 
quite different, but the reasons for this are not 
clear. Fixed-term investments are to be carried in 
the balance sheet at cost adjusted by the amor- 
tisation of any premium or discount between the 
cost and maturity value of the investments. Unre- 
alised gains and losses arising through differences 
between cost and market values are not recognised; 
realised gains and losses are deferred and amor- 
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tised over the remaining period to maturity of the 
investments sold. The main reason for this is the 
Study Group’s belief that the sale of a fixed-term 
investment, associated with reinvestment of the 
proceeds, is intended primarily to change the yield 
on the funds invested, not the nature of the 
investment. Even if this is true, the recommended 
method, by amortising any gains or losses on 
disposal and offsetting them against the reduced or 
increased interest income from the redeployed in- 
vestment, will produce reported yields based on the 
old, sold investment, not on the new investment. A 
simple numerical example would have shown this; 
it is unfortunate that none was provided. 

Equity investments are to be carried at market 
value in the balance sheet. Both realised and 
unrealised gains are to be deferred and amortised, 
using some method or other. The Research Study 
mentions eight amortisation methods, but shows, 
by applying the methods to Toronto Stock Ex- 
change data for the period 1956-1983, that the 
choice of method can have a great effect on 
reported income (one method producing a figure 
three times another). 

The authors of the Research Study seem reluc- 
tant to follow through some of their comments to 
a logical conclusion. They appeal to conceptual 
framework writings in North America to argue 
that cost-based balance sheet and realisation-based 
profit and loss account information is of limited 
relevance to users of financial information (al- 
though this is dealt with in only three paragraphs 
of the majority report—rather more in the minor- 
ity report), and is not neutral, since management 
decisions as to the timing of disposals can influence 
reported results greatly. They incline towards a 
market-based approach, stating that ‘a primary 
objective of accounting for portfolio investments is 
to measure and report the change in wealth attri- 
butable to the investments’. But they funk an 
outright market approach, observing that it ‘may 
produce distorted results because short-term 
fluctuations in market value are normally not 
indicative of long-term performance’. Hence the 
resort to an arbitrary amortisation device for gains 
and losses. 

The effect of the Research Study’s proposals is 
to produce balance sheets which show some but 
not all portfolio investments at market value, and 
income numbers which may be good predictors of 
future income, but largely as the result of applying 
a heavy smoothing iron to the fluctuations of the 
market. The income numbers are of little use in 
measuring the performance of current manage- 
ment, since they incorporate the amortisation of 
the results of long-past investment decisions. In 
any event, it makes little sense to assess the. per- 
formance of investment managers in a vacuum, 
without reference to their investment policies, es- 
pecially their attitudes towards risk. Had the Re- 
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search Study looked more closely at investment 
portfolios as wholes, rather than as combinations 
of individual investments, it might have contained 
recommendations which, while ‘ess technically 
sophisticated, were more likely to be relevant to 
users of financial statements. 


London School 
of Economics 


Christopher J. Napier 


Becoming an Accountant. Christopher Nobes. 
Longman, 1983. x + 123 pp. £2.50 obk. 


This rather expensive paperback has been written 
for sixth formers and others in the British Isles who 
are considering taking up a career in accountancy. 
It is an easy book to read, written in a light 
informal style and enlivened by numerous cartoons 
taken from Accountancy. 

The topics covered include: what accountants 
do; the organisation of the profession în the British 
Isles: the content of the discipline, and the skills 
needed; opportunities and rewards for accountants 
in the profession and in industry; academic edu- 
cation in accountancy; and professional training. 
Two appendices give the addresses of the six 
‘professional institutes, and a list of relevant degree 
courses in universities and polytechnics in the 
United Kingdom and in the Republic of Ireland. 

The book should prove quite useful, especially to 
school leavers. However, it has a number of 
deficiencies which ought to be corrected in the next 
printing. For example, the treatment of profes- 


sional training of people wishing to become mem- - 


bers of the English Institute is quite inadequate. 
The question of training programmes in individual 
accounting firms (small and large) is scarcely 
touched, and the use of firms of private tutors 
(having virtually no influence on syllabus or exam- 
inations) as the main means of instruction in the 
English Institute set-up is not referred tc. The low 
examination pass rates are cited, but no expla- 


nation is offered as to why such a large proportion : 


of relevant graduates in the subject fail to pass the 
professional examinations. On the other hand, 
professional accounting firms are credited with 
‘demonstrating their desire to employ relevant 
graduates by spending money in universities’. Yet 
in fact the profession in Britain deserves very little 
credit for the support it has given to academic 
accountancy. Its contributions have been. pitifully 
small, whether measured in money or in any other 
way. 

These things are glossed over in the book, 
presumably because the objective is to present the 
profession in a good light to young people who are 
considering entering it. Yet the cover of the book 
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presents a very antiquated image of an account- 
ant’s working conditions, and this rather old- 
fashioned tone is also evident in some of the 
discussions of the work of accountants. (See, for 
example, the illustration of a balance sheet on 
page 31.) 

Many of the tables in the book are either badly 
constructed, poorly proof read, or simply mis- 
leading. An example of the last category is the 
Venn diagram of ‘areas of accountancy’ on page 
21. More care needs to be taken, before the next 
printing, over tables on page 27 (the Scottish 
Institute has no fellows); page 57 (both tables need 
column and row totals); page 71 (poor proof 
reading); page 96 (the table is confusing); page 106 
(the Canadian Institute’s name is incorrect); and 
page 114 (the entry for the University of Lancaster 
is duplicated, but what is duplicated is incomplete). 

Finally, although I am no supporter of the 
Chambers’ system of accounting, it scarcely seems 
to merit being the object of practically the only 
criticism made in the book, and a rather cheap 
criticism at that (page 34). 

The idea of a book of this kind is a good one, 
and I am sure there is a place for it in the market. 
But what we have been presented with is a curate’s 
egg, largely it seems through carelessness. Fortu- 
nately it should not take much work to correct the 
deficiencies before the book goes into another 
printing. 


University of Lancaster Edward Stamp 


Issues in Public Sector Accounting. Anthony Hop- 
wood and Cyril Tomkins (eds). Philip Allan, 1984. 
ix + 247 pp. £18 hbk, £8.95 pbk. 


This collection of analytical and descriptive papers 
is an important contribution.to the literature on 
public sector accounting in the UK. Although a 
number of technique-oriented textbooks on public 
sector accounting have appeared in recent years 
there is a shortage of more conceptual material. 
This book contributes to filling that gap. 

Apart: from the first chapter by the editors, 
which provides both an introduction and an at- 
tempt to link the later chapters, the book is divided 
into three sections on: external reporting and ac- 
countability (three chapters by Stewart, Hepworth 
and Vass, Perrin); financial planning and control 
(four chapters by Tomkins and Colville, Holtham, 
Jénsson, Likierman); and value for money and 
performance review (four chapters by Hopwood, 
Metcalfe and Richards, Fielden, Kimmance). 

The first section opens with an analytical chapter 
by Stewart which focuses on the role of informa- 
tion in public accountability. He constructs a 
framework for the analysis of public accountability 
within which he asks challenging questions of the 
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public sector accountant. For instance, he argues 
(p. 29) that “because public accountability extends 
to policy accountability, which cannot be con- 
tained within predetermined standards, ...the in- 
formation requirements extend beyond those re- 
quired for commercial or managerial 
accountability’. He challenges the public sector 
accountant to meet the information requirements 
of policy accountability by reporting on who gains 
and who loses tn non-financial as. well as in 
financial terms. In the next chapter Hepworth and 
Vass discuss accounting standards in the public 
sector and argue that they may be more important 
there than in the private sector where arguments 
derived from efficient market theory tend to dimin- 
ish their justification. The authors identify the 
political pressures which they think are likely to 
affect the development and use of accounting 
standards in the public sector and argue that they 
will only have authority in circumstances where it 
will create more political difficulty to go against a 
standard than to support it. Perrin’s chapter 
focuses on accounting for public sector assets. It is 
built around the following questions. Is oppor- 
tunity value acted upon? Is capital expenditure 
wisely decided and controlled? Is capital stock 
being maintained? Is the cost of maintaining capi- 
tal stock equitably shared? Perrin argues that the 
deficiencies and the diversity of the accounting 
practices chosen to record public sector fixed assets 
contribute to ensuring that, in general, satisfactory 
answers to the above questions cannot be pro- 
vided. 

The financial planning and control section opens 
with a chapter by Tomkins and Colville which 
describes how accounting information is used in 
two contrasting local authority departments. Tom- 
kins and Colville used a case study approach to 
identify the variables which had influenced the use 
or non-use of accounting information. They argue 
that identification of such variables is a necessary 
prerequisite for normative prescriptions relating to 
any organisation’s accounting system. Holtham’s 
chapter reviews the main technical developments in 
planning and control in the public sector. Like 
Tomkins and Colville he emphasises the im- 
portance of considering specific organisational fac- 
tors when introducing these techniques. Jénsson’s 
chapter focuses on the rationalities underpinning 
budgetary behaviour in central and local govern- 
ment. He argues that budgetary behaviour is likely 
to change as the environment changes and demon- 
strates this by describing the changes in budgetary 
behaviour that occurred in the City of Gothenburg 
as economic resources became scarce. Likierman’s 
chapter on developments in planning and control 
in central government describes the economic and 
political changes which have led to the emergence 
of a financial planning system based on cash, 
control through the cash limit system, an increased 
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emphasis on internal management control systems 
and a changing role for the House of Commons in 
monitoring and control. 

In the value for money and performance review 
section, the opening chapter by Hopwood exam- 
ines the role which public sector accounting has 
played in public policy formulation, the political 
pressures for changes in public sector accounting 
and the political and organisational consequences 
of public sector accounting developments. 
Throughout the discussion Hopwood expounds his 
suspicion that public sector accounting informa- 
tion is often being used for purposes which differ 
from those used to justify its introduction and 
change. The chapter by Metcalfe and Richards 
describes and assesses the Rayner programme. 
They describe how external pressure was exerted 
and internal commitment achieved. They come to 
the conclusion that the major obstacle to lasting 
improvements is the traditional civil service atti- 
tude to managment functions. Fielden’s chapter 
describes the diversity of the present audit practices 
in the public sector and the different pressures from 
government and parliament for changes in these 
practices. The chapter by Kimmance describes 
recent changes in local government audit and the 
development of audit tools such as comparative 
Statistical analysis, management check lists and 
comparative studies. Interestingly both Fielden 
and Kimmance question whether value for money 
auditing should focus only on economy and 
efficiency or whether it should also include in- 
vestigations of effectiveness. 

Two themes pervade much of the book. The first 
is that political and economic changes can 
significantly influence developments in public sec- 
tor accounting and auditing. The second is that 
these developments can have significant or- 
ganisational, political and social consequences. 

The reviewer has the following criticisms: 


(1) the second and third sections of the book are 
weighted towards central and local government at 
the expense of other parts of the public sector; 

(2) the breadth of Hopwood’s chapter leaves it 
fitting uneasily into the value for money and 
performance review section; 

(3) the substance of the chapters by Fielden and 
Kimmance is similar and it is not clear why both 
contributions are necessary. 


Nevertheless, the book is an excellent addition to 
the public sector accounting literature. It is clearly 
written and one hopes that it will encourage more 
accounting teachers to become interested in public 
sector accounting and introduce courses in which 
the challenges which the public sector creates for 
the accountant can be discussed. This book could 
act as a primary source of readings for such a 
course. For accounting researchers the chapter by 
Tomkins and Colville gives an indication of the 
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contribution to knowledge which can be gained 
from the adoption of a case study approach, while 


the book as a whole should be a useful source of 
ideas. 


University of Strathclyde W. M. McInnes 


International Classification of Finarcial Reporting. 
Christopher Nobes. Croom Helm, 1984. 
vii + 144pp. £16.95. 


Knowledge of how existing accounting and port- 
ing practices evolve, why some systems dominate 
at one stage in history and later in others, and what 
net social and economic benefits re associated 
with a particular framework enables accounting 
researchers to model desirable characteristics of 
conceptually defensible accounting systems. Such 
efforts shed light on issues like convezgence versus 
divergence of accounting practices between com- 
parable countries, selection of an appropriate ac- 
counting system for a developing couatry, or even 
formulation of appropriate international account- 
ing standards. But, first, existing practices must be 
analysed and classified so that some descriptive 
morphologies can be constructed as an initial step 
toward later modelling and concept formulation. 

Initial work on accounting system classification, 
while helpful, has been largely subjective and non- 
hierarchical in nature. In an attempt to add more 
rigour to accounting classification, subsequent in- 
quiries have introduced methodologies such as 
clustering and factor analysis to arrive at statisti- 
cally based ‘clusters’ of existing accounting prac- 
tices. The thrust of the present work by Chris- 
topher Nobes is to extend and improve pon prior 
work in this area of inquiry. 

The monograph under review is arrenged into 
eight chapters supplemented by eight appendices. 
The first chapter introduces the author’s research 
objectives, the principal goal being to fcrmulate a 
testable accounting classification scheme. The sec- 
ond chapter describes major factors that report- 
edly account for differences in observed national 
financial reporting practices. Causal variables in- 
clude legal systems, business organisat.ons and 
ownership, stock exchange requirements, tax sys- 
tems, status of professional education and or- 
ganisation, and ‘unnatural’ influences including 
national legislation and economic theory. Exam- 
ples of specific accounting differences are snumer- 
ated along the lines of conservatism, use of balance 
sheet provisions and reserves, consolidation prac- 
tices, and degree of accounting uniformity. The 
third chapter examines the role of classification 
in the natural and social sciences. Rules of 
classification in disciplines such as chemistry, biol- 
ogy, law, economics, and politics are examined for 
their applicability to accounting. 
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Chapters four and five are critical in tenor. The 
former critiques the ‘subjective’ bent of earlier 
classification schemes by writers such as Mueller 
and Seidler. Lacking sufficient subsets and hier- 
archical integrity, these works are contrasted with 
more contemporary classifications by da Costa, et 
al, Frank and Nair who enlist the aid of computers 
and large-scale data bases. While the latter formu- 
lations appear more scientific, they are faulted for 
employing data sets unsuited for classification pur- 
poses and for producing accounting classifications 
that lack any theoretical underpinning. 

The sixth chapter contains a judgmental 
classification scheme designed to overcome the 
limitations of studies previously described. Care is 
taken to assure that normative rules of 
classification, described in chapter three, are ad- 
hered to. Test results, utilising survey data em- 
ployed in earlier studies, demonstrate considerable 
support for Nobes’ suggested classification. In the 
following chapter, Nobes tests his classification 
framework using his own data. Nine factors 
are selected as important discriminating variables 
for national accounting measurement systems. A 
scoring of each of 14 developed countries on each 
factor is then undertaken. In the last chapter, 
Nobes offers a revised version of his initial 
classification scheme, discusses the relationship 
between classification and international har- 
monisation, and suggests avenues for future re- 
search. 

In seeking to improve upon earlier formulations, 
Nobes’ own classification attempt is not without 
limitations. For example, in setting forth his sug- 
gested classification scheme (his hypothesis), 
Nobes fails to explain the theory behind his specific 
country groupings. While variables associated with 
comparative accounting differences are identified, 
the links between these causal variables and 
specific country configurations are not made ex- 
plicit. Moreover, variables chosen to represent 
important differential aspects of national financial 
reporting models are not justified empirically. Con- 
sequently, readers must still judge for themselves 
whether the resultant country clusters are, in fact, 
correct. If one wanted to nit-pick, one could easily 
find other faults with Nobes’ methodology relating 
to such issues as country selections, scaling of 
discriminatory variables, and documentation. To 
do so, however, would obscure the real con- 
tributions of this important work. 

In applying rules of classification drawn from 
biological science, Nobes demonstrates that the art 
of accounting classification can be elevated to a 
higher plane of sophistication. Indeed, a major 
strength of Nobes’ study is his attempt to add 
structure to the classification of accounting 
phenomena. To quote the author directly: 


one must know exactly what is being classified 
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and for what purpose. One must study the data 
to see if it measures practices relevant to this. 
And one must ensure that the differentiation 
between countries is carried out on the basis of 
important structural variables. 


At the same time, Nobes is quick to remind us of 
the importance of judgment in any classification 
exercise. To ignore this important caveat is to 
invite the risk of generating accounting 
classifications as nonsensical as those that classify 
man as a ‘wingless biped’. 

Accountants associated with multinational en- 
terprises will find this work on accounting 
classification, especially chapters six through eight 
and appendices two, three, five and six, to be of 
practical use for both their internal and external 
reporting activities. So will standard setters inter- 
ested in international accounting harmonisation. 
While the monograph suggests that global ac- 
counting harmonisation is a difficult process, it 
also identifies those clusters within which har- 
monisation has the highest potential for success. 
Accounting researchers interested in comparative 
accounting will find this work no less helpful. By 
explicitly setting forth various elements of his 
research method, Nobes makes it possible for 
researchers to replicate and extend his work. I 
recommend this monograph for the library of 
anyone interested in comparative accounting. 


New York University Frederick D. S. Choi 


Symposium on Business Finance Research 1983. 
Department of Accountancy, University of 
Glasgow, 1984. 66 pp. £5. 


The occasion was an Arthur Andersen & Co. 
sponsored symposium held at Glasgow on 1 
November, 1983. Twenty-six accounting and 
finance academics and practitioners were there to 
take ‘stock of what had been achieved [in business 
finance research] and to identify topics and subject 
areas where original research would be particularly 
worthwhile...’ (Foreword.) Four papers were on 
the programme. Three of them, plus short con- 
tributions from two discussants, are published in 
this modest little book. 

Simon Keane’s ‘Corporate Finance: A Review’ 
concentrates on debt and dividend policies. The 
Modigliani and Miller ‘irrelevance of debt’ propo- 
sition, which would hold in a perfect capital mar- 
ket, provides a starting point. Keane then touches 
upon various capital market imperfections that 
people have argued would make corporate 
financial leverage desirable (tax-deductibility of 
interest, firms can borrow on terms more favour- 
able than individuals can get, debt has a more 
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fiexible maturity structure, and information asym- 
metries prompt managers to issue debt when they 
consider equity to be under-valued). The advan- 
tages of debt are offset by expected bankruptcy 
costs (which increase with increasing debt), agency 
costs (lenders demand restrictive agreements and 
costly monitoring, paid for by borrowers) and 
expected costs of the moral hazard faced by man- 
agers (who might act to increase the value of the 
option held by equity holders, by accepting high 
variance projects with negative net present values). 
Keane sketches Miller’s (1977) argument that the 
tax benefits of corporate debt are limited when 
individual taxes are taken into account, and the De 
Angelo and Masulis (1980) view that the tax 
implications of corporate debt vary between com- 
panies because other tax shields can eliminate the _ 
benefits of interest deductibility. Dividend policy 
is afforded similar treatment. Some factors favour 
a high payout, others a low payout, and there are 
at- least two arguments for considering payout 
irrelevant. 

Keane concludes that leverage and dividend 
policy are not items of major importance for the 
firm as a whole. Wealth is created by investment 
not financing decisions. Because changes in capital 
structure and dividend policy redistribute wealth 
between debt and equity holders and can impose 
transactions costs on established clienteles, Keane- 
argues for stable policies, based on industry norms. 
Richard Davies, the discussant, injects caution, by 
noting that financing patterns change over time, 
possibly due to changes in tax rates, the availability 
of various forms of tax shelter, and periods in 
which there is a greater threat of financial distress. 

Richard Brealey’s review covers five topics in ‘a 
state of flux’: debt and taxes; dividends and taxes; 
asset pricing models; capital investment decisions; 
and empirical research in finance. My guess is that 
Brealey’s discourse will be found difficult by prac- 
titioners unfamiliar with the jargon of finance 
academics, although it is an excellent piece. Some 
of Brealey’s comments, made almost as asides, are 
particularly insightful. His treatment of the first 
two topics overlaps with Simon Keane’s. As to the 
last three, Brealey concludes that the Sharpe- 
Lintner asset pricing model has no obvious succes- 
sor; that we really don’t know much about 
broader, strategic capital investment decisions; and 
that we have good reason to be ‘rather more 
cautious in interpreting empirical studies’. 

John Hollands paper, on ‘International 
Financial Management’, separates Keane’s piece 
from Brealey’s in this volume. Holland first reviews 
equilibrium under fully competitive and integrated 
domestic and world economies. He observes that, 
in such an idealised benchmark equilibrium, inter- 
national financial management strategies cannot 
yield economic rents. However, market imper- 
fections such as those introduced by managed 
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foreign exchange floats, exchange controls, oli- 
gopolistic behaviour within a domestic economy 
and government regulation, can lead to rents from 
specific managerial actions, mainly in foreign ex- 
change risk management, financing decisions and 
investment decisions. Holland suggests the Ad- 
justed Present Value Rule would b2 a useful anal- 
ytical tool, so that explicit account is taken of the 
benefits thought to flow from specific actions, e.g. 
with respect to the tax benefits associated with 
currency chaice. Holland correctly. observes that 
the current state of the art provides I:ttle more than 
broad guidelines. 

Overall, the three review papers are an- inter- 
esting collection of realistic assessments of the 
areas they cover. They give little guidance on 
research priorities, which, to me at. least, is not 
surprising. 


The University of 


Western Australia Fhilip Brown 


Building Societies, the Myth of Mutuality. Paul 
Barnes.: Pluto Fress, 1984. xv +171 pp. £4.95. 


Although the complaints and criticisms of building 
society behaviour have been well knowa for many 
years, evidence to support claims of inefficiency, 
poor practice and questionable professional re- 
lationships has been patchy and difficult to sub- 
stantiate. Paul Barnes attempts to overcome this 
and delivers a strong attack on building societies, 
arguing for a reform of both the law and the 
practice of their behaviour. Although he does 
produce instances to support his views on some of 
the more controversial areas, such as fraud, I 
suspect that the book will unleash very strong 
protests from the building society movement that 
it is based on one or two atypical exceptions and 
that building societies are no more at fault than are 
many other business enterprises in the UK and 
abroad. 

The author is an accountant and he devotes one 
chapter quite explicitly to deficiencies in account- 
ing practices. Other chapters also deal explicitly 
with accounting topics, particularly dealing with 
fraud and other irregularities, but the general tone 
is non-technical and the book is readable by a large 
public. 
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Some of the criticisms put forward have been 
frequently expressed: for example, that societies by 
paying a composite rate of tax on interest due to 
savers discriminate against those on low incomes, 
who would not otherwise pay income tax, and in 
favour of those on higher incomes who would pay 
the full standard rate. There are also criticisms that 
societies have too many branches and that their 
expenses ratio is often too high. The fixing of 
interest rates and the reluctance to move with more 
of the fluctuations of other money and credit 
markets comes in for adverse comment. However, 
the complaint considers the unfavourable impact 
on savers who are unable to move their funds or 
too uninformed to do so and on potential borrow- 
ers who are unable to get a loan in times of 
shortage of funds. The adverse effect on existing 
borrowers of rapid rises in interest rates, even for 
short periods, is not given a countervailing weight. 

Assertions about restrictions of lending through 
various criteria which seem arbitrary, such as the 
‘red-lining’ of some areas as being prima facie 
unsuitable for lending, are not well substantiated, 
but the author did conduct a limited sample survey 
on the use made by various societies of ‘special 
advances’, i.e. advances made other than to private 
owner occupiers for purchase. However, he con- 
centrates his criticisms on the managers of building 
societies and, in particular, on their financial ties 
with other allied enterprises such as builders, insur- 
ance companies, solicitors, estate agents, etc. He 
also attacks the powerlessness of the shareholder 
to influence either the selection of directors-or their 
actions. While the case is more extreme for build- 
ing societies because it is impossible for any indi- 
vidual or institution to become a large shareholder, 
such frustrations are felt by small shareholders in 
most enterprises. 

Barnes argues for reform and indeed some re- 
forms are already taking place with the demise of 
the cartel. However, new legislation seems more 
likely to increase the facilities that building soci- 
eties can offer and take them more into direct 
competition with other financial institutions rather 
than return them more towards their traditional 
role as a genuine ‘friendly’ society in effect run by 
its members for their mutual benefit. 


National Economic 
Development Office 


David Mayes 
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A Social-Psychological Investigation 
into Perceptions of Tax Evasion 


Cecil E. Arrington and Philip M. J. 


Introduction 


Traditional economic theary has often been util- 
ised in an attempt to expkain tax evasion behav- 
iour. Within this theoretical framework, an opti- 
mal level of evasion is a fur.ction of the probability 
of detection and the size of the penalties imposed 
(Allingham and Sandmo, 1972; Srinivasan, 1973). 
Although economic consequences are important 
factors in the understandirg of tax evasion behav- 
iour, they alone do not appzar adequate to describe 
and predict the phenomenon (see Lewis, 1982). 

The need to consider tke factors related to tax 
evasion behaviour is acute given its depth and 
breadth. Presently, we do not know enough to 
prescribe a set of policies to reduce or eliminate the 
problem. If policies are to be established with this 
intent, additional researck is needed. 

This paper reports the -esults of a study which 
examines the effect of several non-economic factors 
on tax evasion decisions. “he factors were selected 
based upon a review of 2xchange theory, equity 
theory, and attribution theory. Also included were 
a set of demographic variables which have pre- 
viously been found to influence tax evasion judg- 
ments. The primary purpose of this study was to 
focus on the link between tax evasion and non- 
economic factors. This examination is intended to 
complement rather than substitute for existing 
models of tax evasion. : 


Literature review 


Tax evasion has been a topic of numerous 
research studies from a variety of disciplines. Re- 
searchers from economics, accounting, law, social 
psychology and political science have all con- 
tributed. Further, since research is being and has 
been conducted in several nations, the possibility 
exists for cross-cultural comparisons. 

A summary of relevant studies is shown in 
Exhibit 1. As can be sen, the majority of these 
studies have been attitudinal in nature and based 
on survey methodology. The studies have included 
a wide range of variables such as age, income, 
gender, political party afiliation, knowledge of tax 
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system, locus of control,! and beliefs about the 
Protestant work ethic. Generally, the most consis- 
tent findings have been for the effects of age and 
moral outlook. Older individuals tend to have 
more negative attitudes towards tax evasion than 
younger individuals. Also, individuals who believe 
tax evasion is morally wrong hold more negative 
attitudes about those who engage in tax evasion 
behaviour. Several of these studies are reviewed 
below. 

The studies by Friedland, Maital, and Rut- 
enberg (1978) and Spicer and Thomas (1982) are - 
based upon economic theory. Friedland er al found 
that among economic’ factors large fines were more 
effective deterrents than frequent audits (i.e., like- 
lihood of detection). The study also reported indi- 
vidual (non-economic) differences in tax evasion 
behaviour. This study,. however, was limited by a 
small sample size. 

Spicer and Thomas (1982) also examined the 
relationship between the frequency of audits and 
selective tax evasion decisions. Their study 
manipulated both the likelihood of audit as well as 
the language used to express that likelihood (pre- 
cise versus not precise). The results showed that the 
likelihood of audit did influence the decision to 
evade. However, only with precise information did 
the likelihood of audit influence the percentage of 
tax evaded. Spicer and Thomas argue that the 


‘decision to evade and the amount to evade repre- 


sent two different decisions. 

Spicer and Lundstedt (1976) examined both 
economic and non-economic variables. Two de- 
pendent measures were constructed (ie., a tax 
resistance scale and a tax evasion index). The 
relationship of each dependent measure to the 
perceived severity of sanction, the perceived proba- 
bilities of detection, the perceived equity of the tax 
system, and the number of evaders personally 
known was examined. Perceived severity of sanc- 
tion was not found to be a significant variable. 
Perceived probability of detection was significantly 
related to the tax resistance scale only. Both 
the equity perception variable and the known 


‘Locus of control represents the extent to which an 
individual believes that the external environment is influenced 
by his or her own actions. 
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number of evaders variable significantly affected 
both dependent variables. 

The relationship between perceptional equity 
and evasion was re-examined by Spicer and Becker 
(1980). The average tax rate was used to manipu- 
late equity. Subjects were told that their tax rate 
was 25% higher, the same, or 25% lower than the 
average tax rate. As predicted, the percentage of 
tax evaded was highest fcr the group with the 
highest relative tax rate and lowest for the group 
with the lowest relative ta» rate, 

Along other lines, Schwertz and Orleans (1967) 
examined the effects of persuasive communication 
on tax compliance. In their experiment, one group 
received a communication based on issues of con- 
science, and a second group received a commu- 
nication based on the penalties of tax evasion. A 
control group was also inciuded in the study. The 
dependent measures incluced not only normative 
orientation measures but also factual changes in 
subjects’ reported adjusted gross income compared 
to the subjects’ prior year’s tax return. The group 
receiving the message based on conscience had 
the largest increase in adjusted gross income (_e., 
subtracted fewest deductions). The increase was 
interpreted as evidence of greater tax compliance 
fostered by appeals to conscience. 

Studies by Vogel (1974), Mason and Calvin 
(1978), and Groenland ard Veldhoven (1983) in- 
vestigated still other factors related to admitted tax 
evasion behaviour. Vogel reported that 28% of the 
Swedish taxpayers included in the study admitted 
to engaging in tax evasion behaviour. Sex, age, and 
awareness of illegal oppcrtunities were found to 
affect evasion behaviour. [Mason and Calvin exam- 
ined 800 Oregon taxpayers. Their study found that 
24% admitted to engaging in evasion behaviour. 
Higher percentages were found for taxpayers who 
were young, male, with low income, and who 
believed their chance of getting caught was low. 
Groenland and Veldhoven examined admitted tax 
evasion behaviour in the Netherlands. Two-thirds of 
the self-employed taxpayers admitted to engaging 
in tax evasion behaviour whereas only one-third of 
the wage-earners made the same admission. The 
study also reported a sign-ficant education by locus 
of control interaction effect. Once again these 
results must be considered cautiously because of a 
high non-response rate to the question of tax 
evasion behaviour. 


Exchange theory 


To synthesise other literature and provide struc- 
ture for research and government action, several 
theories have been put forward. Exchange (and 
related equity) theory holds a prominent place in 
this regard. From this perspective the taxpayer- 
government relationship can be characterised as an 
exchange relationship driven by equity consid- 
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erations. The taxpayer sacrifices a portion of his or 
her income in return for government benefits. The 
concept of equity becomes the central focus of ' 
attention. Equity is determined on the basis of the 
terms of the trade between the participants in- 
volved in the exchange. For a participant, a lack of 
equity between his or her own terms of trade and 
those of others creates a sense of distress (Adams, 
1965). Taxpayers would seem especially susceptible 
to feeling a lack of equity since they do not directly 
participate in establishing the terms of trade, which 
are established by the legislature. 

Empirical evidence from social psychology 
shows that in an inequitable relationship, a par- 
ticipant may-seek to restore equity by adjusting the 
inputs or contributions to the exchange (Walster, 
Walster and Berscheid, 1978). If these findings are 
generalisable to the tax area, a taxpayer who feels 
that his or her relationship with government lacks 
equity is more likely to engage in tax evasion as a 
means to reduce inequity. 

To examine this issue further, in the experiment 
which follows we asked our subjects to respond to 
the following equity related questions (in addition 
to disclosing their intended behaviour): 


Please express your gpinions on the following: 


(1) The tax pürin is distributed across citizen 
groups in a fair manner, generally. 

(2) A taxpayer who complies with the letter of 
the law is naive and pays more than his fair share.. 

(3) Expenditures from tax revenues are gener- 
ally sound. 


All questions elicited an agree or disagree re- 
sponse, and were treated as covariates in our study, 
to be described in the next section. 

It is difficult to verify the generalisability of this 
theory to the tax area without direct elicitation of 
attitudes because it is difficult to identify those 
primal variables which tend to increase or decrease 
a taxpayer’s attitude to equity. For example, one 
could argue that individuals with high incomes 
receive relatively fewer benefits than individuals 
with low incomes. As a result, individuals with 
high incomes should have stronger feelings of 
inequity than individuals with low incomes. On the 
other hand, individuals with high incomes have 
greater opportunities to engage in tax avoidance 
than individuals with low incomes. As a result, 
individuals with low incomes may feel the ex- 
change with government is inequitable. The inabil- 
ity to identify variables that increase or decrease 
equity and perceptions thereof across individuals is 
not a limitation of exchange theory when the focus 
is on individual need. With this focus, exchange 
theory is concerned with individual judgments and 
decisions, and thus allows for different individuals 
with the same incomes to perceive significantly 
different net benefits to accrue from tax evasion. 
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H. van de Braak (1983) discusses the categories 
of factors likely to affect a taxpayer’s feeling of 
need. He proposes that taxpayers have dual ex- 
change motives. The first, self-interest motive, is 
based upon a comparison of tax payments made 
for the goods and services directly received from 
government. In this regard, it is the individual’s 
need as subjectively perceived by that individual 
that becomes the critical variable. That is, the 
perceived net benefit (cost) derived from tax eva- 
sion would be a function of perceived need, which 
may not be related to income. If the individual has 
acute personal needs for funds, he or she may be 
more likely to engage in tax evasion. Unusual 
‘need’ frequently has been related to embezzlement 
behaviour elsewhere (Albrecht et al., 1980). 

The second, a social motivation, is based upon 
the taxpayer’s recognition that he or she is a 
member of society and as such has obligations to 
society. Under this second motive, tax payments 
may ‘be considered a kind of investment citizens 
make into the government as a corporate actor’ (p. 
96). The results of Schwartz and Orleans (1967) 
also indicate that society need may be an im- 
portant variable. A recent report from the Ameri- 
can Institute of Certified2iPublic Accountants 
(AICPA, 1983) agrees with=this idea. Thus, a 
condition that may lead to! greater evasion is that 
individual taxpayers may not:fully appreciate or be 
aware of the full costs of tax evasion to society and 
indirectly to themselves. That is, the immediate 
effect of tax evasion as a saving of personal funds 
may be more salient than other societal] factors. In 
the experimental study reported in later sections of 
this paper, the authors examine the influence of the 
outcome of evasion efforts, that is, whether a tax 
evader was successful or not. Manipulation of 
outcome is expected to influence perceptions of the 
seriousness of described tax evasion scenarios; that 
is, an unsuccessful tax evasion is expected to be 
viewed as more serious than a successful tax eva- 
sion. While welfare economics issues determine 
whether or not tax evasion results in greater losses 
to the public than benefits to the taxpayer, we 
presume that subjects will identify with the tax- 
payer and consider unsuccessful tax evasion more 
serious than successful tax evasion. 


Attribution theory 


Another theory holding promise of contributing 
a synthesising structure in this area is attribution 
theory. Attribution theory is generally concerned 
with how people make causal explanations. An 
attribution refers to the process of inferring certain 
dispositional properties to individuals and to the 
environment (Kelley, 1967). The theory is based on 
the assumption that individuals have a need to 
attain cognitive mastery of the causal structure of 
their environment. They rationally interpret and 
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analyse events in order to achieve this under- 
standing of the environment (Kelley, 1972a and b). 

Attribution theory postulates that individuals 
gain an understanding of the environment by 
conducting a causal analysis and take action based, 
in part, on the attribution made. Given an uncer- 
tain environment, an individual seeks information 
about what has happened and why it has hap- 
pened. Attribution theory is most applicable in 
situations in which causality is not known objec- 
tively. Tax evasion is such a situation. Tax evasion 
is a complex phenomenon, and as Exhibit 1 indi- 
cates, many variables have been considered as 
potentially related to it. 

According to attribution theory, the process of 
ascribing cause to an event is guided by the covar- 
iation principle. This principle states that one will 
attribute cause for an event to specified factors 
based upon those factors which have been ob- 
served to covary with the occurrence of similar 
events in the past (Kelley and Michela, 1972). 
Attribution theory further identifies three major 
classes of information which individuals find sa- 
lient: consensus, consistency, and distinctiveness 
information. 

Consensus information refers to whether or not 
an individual’s behaviour is stmilar to or different 
from other individuals’ behaviour under similar 
conditions. Consistency information refers to 
whether an individual’s behaviour is similar to or 
different from his or her previously exhibited be- 
haviour under similar conditions. Distinctiveness 
information refers to whether or not an individ- 
ual’s behaviour is similar to or different from other . 
types of behaviour previously exhibited in dissim- 
ilar conditions. 

A rich tradition in the attribution literature 
confirms that specific patterns of information lead 
to predictable attributions. For example, when an 
actor’s behaviour differs from other actors’ behav- 
iour in similar conditions (low consensus), when 
the actor’s behaviour is consistent with his or her 
past behaviour (high consistency), and when the 
actor responds to this condition as he or she 
responds to other types of stimuli (low dis- 
tinctiveness), attributions are more likely to be 
made to the actor; that is, something about the 
actor ‘caused’ the outcome. Kelley identifies two 
other broad classes of attributions; attributions to 
the stimulus and attributions to circumstance. 
High consensus, high consistency, and low dis- 
tinctiveness suggest stimulus attributions; and low 
consensus, low consistency, and high dis- 
tinctiveness suggest circumstance attributions. Em- 
pirical support for these antecedent/attribution 
relationships appears in MacArthur (1972), Ruble 
& Feldman (1976), Zuckerman (1978) and Frieze 
& Weiner (1971). 

For several reasons, we decided not to test via 
case manipulations the full covariation model of 
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attributions as developed by Kelley. We manipu- 
lated only the consistency effect from that model 
and examined its influence ən judgments about the 
social responsibility of tax evaders. From the infor- 
mation patterns discussed >reviously, high consis- 
tency information is thecretically necessary for 
personal attributions. Under low consistency con- 
‘ditions, circumstance attributions are expected. 
Thus we hypothesised that informing a subject that 
a tax evader has a history of tax evasion would lead 
to judgments of greater sozial irresponsibility as a 
dispositional characteristic of the tax evader. Alter- 
natively, if a described tax evader“did not have a 
history of tax evasion, then no dispositional infer- 
ences (such as social irresponsibility) about the 
person would be made s.nce tax evasion is not 
consistent with that person’s stable behavioural 
patterns. In these instances, circumstance becomes 
the likely attributional factor. 

The consensus and distinctiveness effects present 
in Kelley’s covariation model were not manipu- 
lated in this study for several reasons. Consensus 
information refers to how other people respond to 
the stimulus event. High consensus means that the 
actor responded as others respond; low consensus 
means that the actor. responded differently than 
others respond. We employed tax evasion sce- 
narios which are, experientally, quite common 
(unreported income, barter transactions, etc.), in 
the United States and which even laymen are likely 
to be aware of as common. Thus to treat them 
as uncommon (low consensus condition) might 
violate the external validity of tax evasion studies. 
Further, evidence indicates that as many as one- 
third of survey respondents openly admit to tax 
evasion, a finding which supports the notion that 
consensus effects may te unrealistic or at least 
limited in studies of tax evasion (Guttman, 1977, 
1979; Feige, 1979). 

Consensus factors were nonetheless measured by 
the following questions: 


(1) If we were to tak2 ten average Americans, 
how many of the ten, in your opinion, actually 
cheat by the following amounts on their taxes? 
(Please indicate the number in each group and 
check your answers so they add to ten.) 


$0 — $100 $301 — $500 
$101 — $300 $500 or more 


(2) Tax Evasion is widespread in the United 
States. 


Agree Disagree 


Subject responses were treated as covariates in 
the ANOVA design 2mployed in our study. 


Distinctiveness information was neither manipu- 
lated nor measured in this study. Distinctiveness 
refers to how an actor responds to other stimuli. 
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For example, does an actor who cheats on his or 
her taxes cheat at cards, cheat on his or her spouse, 
etc.? Our first concern was that distinctiveness 
might ‘swamp’ the other effect in this initial study. 
A second concern was that distinctiveness would 
not cross very well with the consistency effect 
because of the extreme affective issues surrounding 
tax evasion. For example, given public perceptions 
of the widespread tendency to evade taxes, does it 
seem reasonable to provide a subject with informa- 
tion that an individual does not cheat on taxes (low 
consistency) but does cheat his or her friends at 
cards and does cheat on his-or her spouse? Our 
omission of this variable results from a concern 
with maintaining the validity of the task environ- 
ment, a concern that Einhorn and Hogarth (1981) 
posit is the major issue in information processing 
research. Again, future research is to be encour- 
aged regarding this point. Kaplan and Reckers 
(1985) are noted to have included it in their recent 
study. 


Ethical philosophy 

Another area of research of potential applica- 
bility to tax evasion studies involves theories of the 
manner in which individuals make moral and 
ethical judgments. -Fésinearly a century (Sharp, 
1898), the salient feature of this research has been 
that individual differences play a critical role. In 
judging others’ morality or ethics, individuals with 
apparently similar characteristics sometimes reach 
opposite conclusions. The dominant individual 
differences explanation of this finding is that indi- 
viduals base their decisions on their own individual 
systems of ethics, and disagreements concerning 
morality must necessarily surface when personal 
ethical systems are different (Forsyth, 1980). This 
tendency to impute one’s own ethical philosophy 
as a benchmark to evaluate others has surfaced in 
numerous studies (e.g., Hogan, 1970, 1973; Kel- 
man & Lawrence, 1972; Rest, Cooper, Coder, 
Masanz & Anderson, 1974). This same tendency 
appears as a ‘false consensus effect’ in studies 
concerned with other than moral judgment. Han- 
sen and Donoghue (1977) describe this effect as a 
tendency to assume that others will act as oneself 
would have acted, and evidence to support this 
effect is provided by Ross, Greene, and House 
(1977). The important point is that in studies of 
moral and ethical evaluations of others, individual 
differences in ethical philosophy must be measured 
or controlled. : 

In this study, we examined philosophical bias in 
two ways. First, we adopted Forsyth’s (1980) 
Ethics Position Questionnaire (EPQ); and, sec- 
ondly, subjects were partitioned based upon their 
business versus nonbusiness backgrounds. 

The Forsyth EPQ presumes that individual 
differences in moral judgments may be most parsi- 
moniously explained by two factors: (1) rule uni- 
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Table 1 
Summary or Scale Characteristics of EPQ 
Interscale Correlations 


Idealism Relativism 
1.0 (1.0) 0.01 (—0.07) 


Scale Scale Mean* Scale SD 
Idealism 5.74** 1.39 
(6.35) (1.17) 
5.69*** 1.37 
(6.18) (1.13) 
N 42(241) 3 


*All numbers in parentheses represent the scale characteristic from 
Forsyth’s (1980) study. 

**A t-test for differences in mean idealism scores for our sample and 
Forsyth’s sample yielded =2.91 (p = 0.001). 

*** A t-test for differences in mean relativism scores for our sample 
and Forsyth’s sample yielded =2.33 (p = 0.001). 

t-statistics are computed for unequal group sizes and unequal vari- 
ances (sez Winkler & Hayes, 1971). 


0.01 (—0.07) 1.0 (1.0) 


Relativism 
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versalism, 1.e., the extent to which the individual 
rejects universal moral rules in favour of relativism, 
and, (2) idealism, i.e. the extent to which individu- 
als idealistically assume that desirable con- 
sequences can be obtained by always following the 
‘right’ action (see Schlenker & Forsyth, 1977). To 
our knowledge, no studies of perceptions of tax 
evasion have controlled for individual differences 
in ethical philosophies of respondents. 

Forsyth finds the two dimensions orthogonal, 
demonstrates that the EPQ has adequate internal 
consistency and is reliable over time, and demon- 
strates that the scales can be used to predict 
differences in moral judgment processes. (For a 
detailed discussion of the development of the EPQ 
see Forsyth, 1980.) The.irstrument was developed 
fully from preliminary work by Schlenker and 
Forsyth (1977). 

Scale characteristics of the EPQ for our sample 
of 48 graduate students are presented in Table 1 
along with those same chéracteristics for Forsyth’s 
sample. T-tests revealed that our sample was some- 
what less idealistic and less relativistic than For- 
syth’s sample. More importantly, Table 1 illus- 
trates that the two dimensions were orthogonal in 
both studies. The differer.ce in means is consistent 
with Forsyth’s finding that each scale is 
significantly correlated with age. Forsyth finds that 
older subjects are less idealistic and less relativistic 
than younger subjects. Our sample was older than 
Forsyth’s thus providing a possible explanation for 
the lower levels of both :dealism and relativism in 
this study.’ 

A second individual differences factor was exam- 
ined in this study for its effect on judgments about 
tax evasion. Subjects were partitioned into those 


2No significant relationships existed in this study between 
income and idealism or incame and relativism. 





who had undergraduate degrees in business and 
those who had undergraduate degrees in fields 
other than business. At least one researcher (Mc- 
Mahon, 1975; 1978-79) has suggested that busi- 
ness students are more likely than other students to ° 
view ‘untoward’ economic behaviour as permis- 
sible. Further, this same notion is commonly dis- 
cussed within business schools. However, little 
research exists either to support or to refute this 
position. To provide evidence on this education 
effect, subject undergraduate degree classification 
served as a blocking factor in this study. If indeed 
business students view tax evasion more favour- 
ably, then some policy implications emerge given 
certain assumptions about future wealth distribu- 
tions and tax payments by each of these two 
groups. If we assume that an individual’s tendency 
to evade taxes is a function of the extent to which 
he or she believes that tax evasion is acceptable 
behaviour; and if it is determined that business 
majors are more likely to view tax evasion favour- 
ably, then, combined with the assumption that the 
expected value of future earnings for business 
majors is higher than for their nonbusiness col- 
leagues, implications of the differing views of the 
two groups will have an impact upon aggregate 
social welfare functions, i.e., more dollars may be 
lost through tax evasion due to a greater tendency 
on the part of business students to engage in tax 
evasion. Even if income expectations do not differ 
for the two groups; business students are more 
likely to serve as agents to administer other private 
sector wealth than their nonbusiness counterparts. 


Methodology 


Subjects 

All subjects were enrolled in an Executive Mas- 
ter of Business Administration program at a large 
state university in a metropolitan area. The 48 
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Exhibit 3 
Sample Case 


Bill Johnson, a local fireman, had his eldest son start college this year. To gain a tax advantage, Bill talked 
the admissions director at the college into letting Bill make a tax-deductible contribution to the college. In 
return, Bill’s son received a tax-free scholarship from the college in the same amount. As a result, Johnson 


illegally avoided paying about 8 percent of his taxes. 


Johnson’s scheme was successful in that he was able to take the deduction and the IRS did not catch this 


illegal tax reduction. Johnson has not used this scheme before nor does he normally seek out other ways to 
evade paying taxes. 
1. How serious do you consider this offence (Circle one number). 


SERIOUS l 2 3 4 


5 NOT SERIOUS 


2. Do you believe that Johnson is a socially responsible person? 


YES l 2 3 4 


5 NO 


3. Comment on this statement: ‘Johnson’s only mistake would have been getting caught.’ 


AGREE l 2 3 4 


subjects were thus all corporate executive trainees 
and were selected on a volunteer basis such that the 
first 24 subjects with undergraduate degrees in 
business and the first 24 subjects with under- 
graduate degrees in other than business to volun- 
teer were selected. Mean age of subjects was 26 
years, median income was $15,000—$20,000, and 42 
percent of subjects were female ($20,000 is approx- 
imately the median US income). Subject responses 
were not significantly associated with age, income, 
or sex, although the variability of age and income 
was limited. | 


Procedure 


Subjects were given a packet which contained a 
covering letter, the Forsyth EPQ, four cases that 
described tax evasion behaviours, and a debriefing 
questionnaire. The four cases for each subject 
reflected all combinations of outcome 
(success/failure) and consistency information 
(high/low). The order, of presentation and the 
combination of cases and treatment effects were 
randomised across subjects. Within each case, the 
tax evader described was an individual with income 
near the national median (ranging from $18,500 to 
$20,500). All tax evasions involved relatively com- 
mon types of evasion schemes, thus prohibiting 
manipulation of the consensus effect suggested by 
attribution theory. All.tax evasions benefited the 
taxpayer by $400 — $600, a range of benefit that we 
considered representative of tax evasion by indi- 
viduals and a range sufficiently narrow to avoid 
inducing a dollar amount effect on subject re- 
sponses. Failure cases were those in which the tax 
evader described had to pay back taxes, interest, 
and penalties. A sample case appears in Exhibit 3. 

As presented in Exhibit 3, subjects responded to 
three questions for each case. The first question 
concerned the seriousness of the tax evasion in that 
case, the second concerned judgments about the 
social responsibility of the tax evader, and the third 


5 DISAGREE 





concerned the extent to which the subject agreed 
with the statement that the only thing wrong with 
a tax evasion was getting caught. This question was 
designed to test whether or not subjects agreed 
with the notion that tax compliance constitutes a 
social norm. The only difference in questions 
across the cases was the wording of this question. 
As presented in Exhibit 3, question 3 is worded for 
a success trial. For failure trials, the wording was 
changed to ‘... mistake was getting caught’ to fit 
the semantics of failure. 

After completing the four cases, subjects were 
administered the EPQ. After completing the EPQ, 
subjects completed a debriefing questionnaire de- 
signed primarily to collect perceptions of tax 
equity, consensus and demographic information. 
Placement of the EPQ after completion of the 
experimental task is open to question. One line of 
reasoning posits that the control device (EPQ) 
should be administered prior to the experimental 
task since it is, in fact, a control. A second line of 
reasoning suggests placing the control device after 
the task in order to avoid the sensitising effects on 
subject responses of signalling to the subjects that 
the study is somehow concerned with their ethical 
position. We chose the latter in order to insure that 
subjects would not base their responses on a 
concern with how they responded to the EPQ, but, 
rather, would respond according only to their 
perceptions of the material presented in the case. 
This same line of reasoning is the basis for the 
traditional practice of collecting demographic in- 
formation after administering treatment effects. 
The authors viewed ethical position as simply 
another type of demographic information. 


Hypotheses and results 


The study is concerned with three different types 
of judgments. First, we requested judgments about 
the seriousness of described tax evasions. Secondly, 
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Table 2 
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ANOVA Results For Seriousness Responses* 


Sum of 
Squares 


Source of 
Variance 
Covariates 

IdeaHsm 

Relativism 
Main Effects 

Outcome (A) 

Consistency (B) 

Groap (C) 
Interaction 
Effects 

AB 

AC 

BC 

ABC 


13.430 
22.340 


25.936 
0.863 
0.008 


0.873 
0.042 
0.005 
0.344 


DF F-Ratio — 


*AL ANOVAs used the regression approach in which each effect 
is tested only after adjusting for all other effects. 
**A p-value for an F-ratio <1.00 is not interpretable. 


we requested judgments about the social re- 
sponsibility of described zax evaders. Thirdly, we 
requested judgments abcut the extent to which 
subjects agree that tax compliance constitutes a 
social norm. Analysis of Variance (ANOVA) was 
conducted on each of these three types of judg- 
ments to determine the ecfect of the two manipu- 
lated factors (consistency and outcome) and the 
four blocking factors (EPQ, Equity Perceptions, 
Measured Consensus and Group). The two dimen- 
sions of the EPQ were treated as covariates since 
they are mapped to metric scales. Likewise, the 
equity perceptions and measured consensus were 
treated as covariates. None of the equity percep- 
tions or measured consensus, however, proved 
significant and they are accordingly deleted from 
much of the discussion below. Thus three 2 x 2 x 2 
' ANOVAs with two covériates each are reported, 
one ANOVA for each of the three types of judg- 
ments investigated. Hypotheses related to these 
ANOVAs are discussed below. 


Seriousness Responses. 


For each case, subjects responded to the follow- 
ing question: ‘How serious do you consider this 
offence?’ Responses were measured on a Likert- 
type scale ranging from 1 (serious) to 5 (not 
serious). Thus the lower the seriousness score, the 
more serious the subject viewed the offence de- 
scribed in that case. | 

_Of the factors examined in the study, outcome 
was expected. to mediate judgments of seriousness 
most strongly. The following principal hypothesis 





was designed to test this effect: 


Hj: Subjects will consider unsuccessful tax evasions 
as more serious than successful tax evasions. 


The outcome effect will, we presume, result from 
a tendency on the part of subjects to ‘take the role 
of the other’ in evaluating action (Heider, 1958). 
As Heider explained, ‘behavior... has such salient 
properties it tends to engulf the total field’ (1958, 
p. 54). The actor and his'action, in other words, are 
‘figural’ against the ‘ground’ of the situation. While . 
this tradition of research applies more to dis- 
tinguishing between’ actor and environmental 
causes of outcomes, ‘the tendency to interpret the 
seriousness of tax’ evasions as a function of the 
effect of failure on the tax evader follows from this 
focus upon the actor: If so, undoubtedly failure in 
tax evasion is more serious to the tax evader than 
success (see also Nisbett & Ross, 1980). 

ANOVA results fór seriousness responses are 
presented in Table 2;-which reveals that the out- 
come effect Was -significant (F for 
outcome = 16.856, p= 0.001). Recalling that a 
lower response for ‘seriousness indicates that the 
subject considers the outcome more serious, sub- 
jects reported mean‘scotes for seriousness given 
failure of 2.60 and’-mean scores for seriousness 
given success of 3.35. Thus the subjects considered 
failure as significantly more serious than success. 
Since failures are‘without question more serious 
than success for the taxpayer, and since subjects 
interpret seriousness similarly, our presumption 
that subjects will view tax evasion from the stand- 
point of the taxpayer is supported. If we had found 
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Table 3 






Sum of 
Squares 






Source of 





Variance 
Covariates 
Idealism 3.625 
Relativism 8.151 
Main Effects 
Outcome (A) 11.841 
Consistency (B) 7.165 
Group (C) 0.944 
Interaction 
Effects 
AB 0.006 
AC 0.334 
BC 0.010 
ABC 0.258 


the opposite effect, subject perspectives would have 
been similar to the government’s perspective; that 
is, certainly the government considers successful 
tax. evasion as more serious than unsuccessful tax 
evasion, ceteris paribus. 

Also exhibiting marked influence were the covar- 
iates idealism and relativism. ANOVA revealed 
normalised regression coefficients for the two co- 
variates of —0.021 for idealism and 0.027 for 
relativism. The signs of these coefficients are the- 
oretically appropriate in that they suggest that as 
idealism increases judgments of seriousness in- 
crease and that as relativism increases judgments of 
seriousness significantly decrease. 


Social Responsibility Responses 

The second question in,each case required the 
subject to evaluate the social responsibility of the 
tax evader described. The factor most relevant to 
judgments of social responsibility (following our 
earlier discussion) is expected to be the consistency 
effect. Consistency information is high if a tax 


evader has a history of frequent attempts at tax- 


evasion and low if the eyader does not frequently 
attempt to evade taxes. This longitudinal informa- 
tion is useful in determining stable, personal dispo- 
sition. As Kelley (1972) states, high consistency 
information is a necessary condition for attri- 
butions to dispositional. characteristics. Thus the 
following hypothesis was formulated: 


H3: Tax evaders will be considered less socially 
respodsibic at high levels of consistency informa- 
tion. ; 


Results of the social responsibility ANOVA are 
presented in Table 3, which reveals the expected 


ANOVA Results For Social Responsibility Responses 
















**A p-value for an F-ratio < 1.00 is not interpretable. 
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DF F-Ratio  p-Value 





l 2.293 0.132 
I 5.157 0.024 
Í 7.491 0.007 
1l 4.533 0.035 
l 0.534 0.466 
l 0.004 EN 
I 0.211 a 
l 0.006 aki 
l 0.163 me 





significant effect for consistency, but also reveals 
an unexpected significant effect for outcome. In- 
spection of means in Table 5 illustrates that sub- 
jects viewed tax evaders as less socially responsible 
under conditions of high consistency than under 
conditions of low consistency, a finding which 
conforms to theoretical expectations. Table 5 also 
reveals that the outcome effect was such that 
subjects viewed failing tax evaders as less socially 
responsible than successful tax evaders. The out- 
come effect may be driven by the cognitive issues 
that lead to stereotyping as studied by Hamilton 
and Gifford (1976), Hamilton (1976), and Roth- 
bard and colleagues (1978). The effect is such that 
a group which has fewer members (failing tax 
evaders) is more likely to be viewed undesirably 
than a group which has more members (successful 
tax evaders). Other possible explanations are sug- 
gested by Nisbett and Ross (1980). 

Regression coefficients for the two covariates 
had the appropriate signs. The idealism coefficient 
(0.011) indicates that as idealism increases, judg- 
ments of social irresponsibility increase. The rela- 
tivism coefficient (— 0.016) indicates that as relativ- 
ism increases, judgments of social irresponsibility 
decrease. 


Tax Compliance as a Social Norm. 


The final effect hypothesised in this study con- 
cerns the extent to which subjects with under- 
graduate degrees in business will differ from sub- 
jects with nonbusiness undergraduate degrees on 
the notion that tax evasion violates social norms. 
Based more upon speculation than upon solid 
prior empirical evidence, we considered the follow- 
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ANOVA Results For Compliance Responses 


Sum of 
Squares 


Source of 
Varianc2 
Covariates 

Idealsm 

Relativism 
Main Effects 

Outcome (A) 

Consistency (B) 

Group (C) 
Interaciion 
Effects 

AB 

AC 

BC 

ABC 


DF F-Ratio 


p-Value 


** A p-value for an F-ratio < 1.00 is not interpretable. 


Table 5 
Cell Means 


Seriousness 


Ethica’ Philosophy 
Idealistic-absolutists 
Ideglistic-relativists 
Pragmatic-absolutists 
Pragmatic-relativists 

Outcome 
Success 
Faihire 

Consistency 
High 
Low 

Group 
Noabusiness 
Business 

Colurmn means 


ing hypothesis: 


H,: Business students are less likely than non- 
business students to agree with statements to the 
effect that tax evasion violates social norms. 


Operationally, this efect was tested with the 
following two questions. For success trials, sub- 
jects were asked the extent to which they believed 
that the described tax evader’s only mistake would 
have been getting caught. For the failure trials, the 
. question was worded as follows to fit the semantics 
of failure: Indicate the extent to which you agree 
with the following statzment: “The tax evader’s 
only mistake was getting caught’. 





Social 
Responsibility 


Compliance 
(Norm) 


ANOVA results for ‘the Social norm question are 
presented in Table 4; ‘which reveals that the group 
effect was significant. While both groups reported 
that they considered tax ‘compliance as a social 
norm but not a’strong one (reporting means 
greater than the neutral response of 3.0 but less 
than 4.0), business ‘students indicated slightly less 
agreement than nonbusiness students (see Table 5). 

Regression coefficients for the two covariates 
again had the:,expected signs. The idealism 
coefficient (0.018) indicates that the more idealistic 
the subject, the significantly more likely that sub- 
ject is to agree with the notion that tax compliance 
constitutes a social norm. The relativism coefficient 
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(—0.015) indicates that as relativism increases, 
perceptions of tax evasion as a social norm 
significantly decrease. 


Conclusions 


This study has been concerned with judgments 
about (1) the seriousness of tax evasion scenarios, 
(2) the social responsibility of tax evaders, and (3) 
the extent to which tax compliance constitutes a 
social norm. The study investigated certain ante- 
cedents of these judgments and produced the fol- 
lowing conclusions: 


(a) The seriousness of tax evasion is related to 
the outcome of those evasions. Specifically, 
subjects view tax evasions which are un- 
successful as more serious than tax evasions 
which are successful. 

(b) Judgments about the social responsibility of 

tax evaders are influenced by the consistency 

effect posited by attribution theorists and by 
the outcome of tax evasions. The consistency 
effect causes subjects to view frequent tax 
evaders as less socially responsible than oc- 
casional tax evaders. The outcome effect 
creates a tendency to judge tax evaders who 
are caught as less socially responsible than 
tax evaders who are not caught and is per- 
haps driven by cognitive issues involved with 
sterotyping behaviour (see Nisbett and Ross, 

1980). 

While all subjects consider tax compliance a 

social norm, business students are more tol- 

erant of tax evasion than are nonbusiness 
students. 

In studies of tax evasion, it is necessary to 

control for individual differences in ethical 

philosophy. 

Student subjects’ views eendi the equity 

of national revenue and expenditure pro- 

grams did not influence their responses. This 
conflicts with other work and may be caused 
by insufficient subject variation among per- 

ceptions. , 


(c) 


(d 


nal 


(e) 


Implications 


Recalling earlier surveys Sid find that one- 
third of taxpayers admit to tax evasion, this study 
adds to the earlier work .of Spicer and Becker 
(1980) by experimentally investigating some of the 
cognitive antecedents of perceptions of tax eva- 
sion. If the objective of policy is to implement and 
enforce laws, then some policy. Been emerge 
from this study. 

First, subjects view the seriousness of tax eva- 
sion in a manner such that the welfare, function of 
the taxpayer is more salient than society’s welfare 
function since they consider tax evasion failures as 
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more serious than tax evasion successes, ceteris 
paribus. While it is reasonable to consider a single, 
relatively small, tax evasion as having virtually no 
impact on social welfare, the aggregate impact of 
many similar tax evasions is quite severe. As a 
result, it may be worthwhile for the government to 
disclose publicly estimates of the lost revenues 
from small, individual tax evasions in an attempt 
to make the social welfare function more salient to 
the public. Relatedly, publicity about actual versus 
planned prosecutions of middle-income tax 
evaders might increase this salience. 

Secondly, as a motivator of behaviour in this 
area a sense of morality may be as important as a 
thirst for money. Ethical philosophy and exposure 
to the socialisation processes of a business school 
were found to be significantly associated with 
subjects’ responses. These factors seem especially 
worthy of consideration in future research which 
seeks to disentangle the complex processes at work. 
Failure to factor in and design for subjects’ ethical 
profiles, these results suggest, could easily con- 
found future empirical studies and mask inter- 
actively significant factors. Kaplan and Reckers 
(1985) report an apparent instance of this. 


Limitation and suggestions for 
future research 


Several issues limit the general validity of this 
study. First, we did not test Kelley’s distinctiveness 
and consistency effects via manipulations. Not 
manipulating these factors was intended to en- 
hance the validity of the study due to both the 
affective issues that surround tax evasion and the 
unreasonableness of crossing these types of infor- 
mation in a tax evasion setting. Further, many 
other attributional tenets are possibly useful in 
investigating judgments about tax evasion. The 
interested reader is referred to Kelley & Michela 
(1980) and Nisbett & Ross (1980) for more com- 
plete descriptions of the relevant issues. Other 
issues that may impact upon the validity of this 
study and may guide future research include: 


(a) Extending the study to corporate tax eva- 
sion. 

(b) Varying the financial range of tax evasion 
scenarios. 

(c) Varying the wealth of tax evaders. 

(d) Explicitly addressing the seriousness of tax 
evasion to social welfare. 

(e) Extending samples to other groups such as 
tax personnel, accountants, lawyers, share- 
holders, politicians, etc. 
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Use of Table A by Companies Registering 
Under the Companies Act 1862 


J. R. Edwards and K. M. Webb* 


Purpose of paper 


The purpose of this paper is to examine the extent 
to which the ‘accounts’ and ‘audit’ provisions 
of Table A of the Companies Act (CA) 1862 
proved acceptable to the promotors of companies 
registering under that Act. For this purpose 
acceptability is demonstrated either by promotors 
choosing not to file articles of association, so that 
Table A applied, or by ling specially prepared 
articles containing indivicual clauses identical to, 
or closely resembling, their model counterparts. 
The procedure followed is firstly to summarise 
relevant developments in company legislation 
between 1844 and 1908, secondly to examine the 
views expressed in contemporary literature regard- 
ing the suitability of Table A, and thirdly to 
present an analysis of tne articles registered by 
thirty companies (see Table 1) formed between 
1862 and 1900! to undertake iron and steelmaking 
activities.’ The paper identifies and seeks to explain 
departures from Table A; it also examines the 
extent to which the regu.ations introduced in CA 
1900 and the 1906 revision of Table A? took 
account of the amendmeats which proved popular 
among the companies ccvered in this survey. The 
paper does not examine the relationship between 
companies’ articles of association and actual 
accounting practice. 


*We thank the Economic and Social Research Council for 
financial support for this reseach. We have also benefited from 
two anonymous reviews of ar earlier draft. 


11900 is chosen as the closinz date for this survey because the 
external audit became the subtect of statutory provision in that 
year. 

Hron and steel was one of the first British manufacturing 
industries to make widespread use of the corporate form to 
raise capital from the general public, rather than to obtain the 
protection of limited liatility. The consequent separation of the 
ownership and management groups is likely to have caused an 
above average need for a satisfactory scheme of managerial 
accountability, and the zeneral significance of the findings are 
. subject to this limitation. 
=. *Order of the Board of Trade, dated July 30 1906, substi- 

tuting a new Table A for that contained in the First Schedule 
to the Companies Act 1862, S.R. & O. 1906, No. 596, L.15, 
‘articles 103—109. 


A.B.R. 15/59—B 


Legal developments 1844-1908 


The Joint Stock Companies Act (JSCA) 18444 
introduced facilities for the easy formation of joint 
stock companies, but required compliance with 
certain minimum formalities including an obli- 
gation to file, with the newly created Registrar of 
Joint Stock Companies, a deed of settlement which 
set out rules and regulations for the conduct of the 
company’s affairs (ss. 4, 7 and schedule A). The 
first of the modern Companies Acts was enacted in 
1856, and this replaced the deed of settlement by 
two documents: the memorandum of association 
and the articles of association (ss. 4, 7, 9, 10 and 
Table B). The company’s internal regulations were 
the subject of the latter document, and promotors 
could choose either to file special articles or to use 
the model regulations contained in Table B at- 
tached to the 1856;Act. It was not necessary to 
adopt Table B expressly, since its provisions applied 
to the extent that ‘special articles failed either to 
deal with or explicitly‘to exclude matters contained 
therein (s. 9). ee 

Under JSCA 1844, the directors were obliged to 
prepare a balance sheet which had to be audited, 
presented to shareholders at the ordinary general 
meeting and filed with the Registrar (ss. 34—43). 
These regulations were repealed in 1856, though 
rather more elaborate provisions were listed for 
voluntary adoption in Table B, articles 69-84. The 
laissez faire’ philosophy which dominated political 
thinking during the nineteenth century has been 
cited to explain Parliament’s decision to abandon 
regulations which could have been construed as an 


“The main Acts referred to in this paper are The Joint Stock 
Companies Act, 1844, 7&8 Vict., c.113, Joint Stock Companies 
Act 1856, 19&20 Vict., c.47, Companies Act 1862, 25&26 Vict., 
c.89, Companies Act 1900, 63&64 Vict., c.48, Companies Act 
1908, 8 Edw.7, c.69, Companies Act 1928, 18&19 Geo.5, c.45, 
Companies Act 1947, 10&11 Geo.6, c.47, Companies Act 1967, 
¢.81, Companies Act 1981, c.62. Relevant source material for 
the period examined is contained in J. R. Edwards (ed.), British 
Company Legislation and Company Accounts, 1844-1976, Arno 
Press, New York, 1980. 

SH. C. Edey and Prot. Panitpakdi, ‘British Company 
Accounting and the Law 1844-1900’ in Studies in the History 
of Accounting, edited by A. C. Littleton and B. S. Yamey, 
Sweet & Maxwell, 1956, at p. 361. 
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Table 1 
List of iron and steel companies whose Articles were investigated 


Year 
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Relevant 





Registered Company Name Location Articles Source 
1863 Staveley Coal & Iron Co. Ltd Staveley, Derbyshire 106-32 A 
1864 Bolckow, Vaughan & Co. Ltd Middlesbrough, 

Cleveland 106-29 B 
1864 John Brown & Co. Ltd Sheffield, 
South Yorkshire 106-36 C 
1864 Charles Cammell & Co. Ltd Sheffield, 
South Yorkshire 106-32 B 
1864 Consett Iron Co. Ltd Newcastle-upon 
Tyne, Tyne & Wear 95-124 D 
1864 Ebbw Vale Co. Ltd Ebbw Vale, Gwent 106-29 B 
1864 Park Gate Iron Co. Ltd Rotherham, 
South Yorkshire 107-35 B 
1864 Sheepbridge Coal & Iron Co. Ltd Chesterfield, 
Derbyshire 99-129 A 
1865 Wigan Coal & Iron Co. Ltd Wigan, Lancashire 112-39 E 
1870 Blaenavon Iron & Steel Co. Ltd Blaenavon, Gwent 91-118 B 
1871 Samuel Fox & Co. Ltd Sheffield, Yorkshire ` 132-56 e 
1872 Darlington Iron Co. Ltd Darlington, 
Co. Durham 117-40 B 
1872 South Durham Iron Co. Ltd Darlington, 
Co. Durham 117-39 B 
1873 Bell Brothers Ltd(1)* Middlesbrough, 
Cleveland 109-36 D 
1877 Henry Bessemer & Co. Ltd Sheffield, 
South Yorkshire 118-48 B 
1880 Lilleshall Co. Ltd Shifnal, Shropshire 89-108 C 
1881 North Eastern Steel Co. Ltd Middlesbrough, 
Cleveland 100-20 A 
1882 Seaton Carew Tron Co. Ltd Whitehaven, Cumbria 108-28 D 
1883 Cargo FleetiIron Co. Ltd Middlesbrough, 
a9 y! Cleveland 106-31 D 
1884 Brymbo Steel-Co. Ltd Brymbo, Denbighshire 116-40 B 
1884 Richard Thomas & Co. Ltd Lydney, Gloucestershire 102-25 C 
1888 John Spencer & Sons Ltd Newcastle-upon- 
Tyne, Tyne & Wear Table A B 
1889 Dorman Long & Co. Ltd Middlesbrough, 
Cleveland 103-21 D 
1889 Shelton Iron, Steel, Stoke-on-Trent, 124-29, 
Coal Co. Ltd Staffordshire 169-77 E 
1895 Bell Brothers Ltd(2)* Middlesbrough, 
Cleveland 118-40 D 
1898 Jno. Hy. Andrew & Co. Ltd Sheffield, 
South Yorkshire 119-41 B 
1898 South Durham Steel & Iron Darlington 
Co. Ltd Co. Durham 109-30 D 
1899 Bell Brothers Ltd(3)* Middlesbrough, 
Cleveland 102-22 D 
1899 Weardale Steel, Coal Weardale, 
& Coke Co. Ltd Cleveland 101-23 D 
1900 Guest Keen & Co. Ltd Birmingham, 
West Midlands 99-120 C 


British Steel Corporation, East Midlands Records Centre, Irthlingborough, Wellingborough, Northants. 
Public Records Office, Kew. 

Companies House, City Rd, London. 

British Steel Corporation, Northern Regional Records Centre, Stockton Works, Cleveland. 


. British Steel Corporation, North Western Regional Records Centre, Shotton Works, Deeside, Clwyd. 
Legally distinct companies, though the companies incorporated in 1895 and 1898 each took over the assets 
and liabilities of their Pieeeer as a going concern. 


3 ¢ 
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unnecessary interference in a matter for private 
negotiation between sharenolders and manage- 
ment. The laissez faire explanation is not entirely 
convincing, however, because, although it is con- 
sistent with the change made in 1856, it does not 
explain why broadly similar provisions were given 
full statutory effect twelve years earlier. 

One alternative explanation is that the account- 
ing provisions of the 1844 Act simply did not work 
well. An ability on the art of companies to 
prepare a balance sheet, and the appointment of 
accountants possessing the necessary expertise to 
discharge the duties, specified in the 1844 Act, 
were both assumed; often neither of the conditions 
was satisfied in practice. The result was an audit 
which one witness giving evidence before the Select 
Committee on the Audit of Railway Accounts 
(1849) described as ‘moonshine, as against dis- 
honest Directors’ and another as ‘the greatest 
farce possible’.’ Part of the problem was the com- 
mon practice of appointing, as auditors, share- 
holders who made only a cursory examination of 
the accounts,® but the. position was no doubt 
exacerbated by the small number of professional 
acccuntants in practice at this time.’ The result was 
that accounts filed by com anies between 1844-56, 
now deposited with the Public Records Office, 
were often a jumbled collection of unrelated 
financial facts. For example, the Dunstan Iron 
Ore Co. published a document called a ‘Balance 
Sheet from September 1854 to the 8th November 
1855 which listed, as debits, amounts received 
from the issue of shares and the sale of goods, 
debtors for goods, calls in arrears, cash and bills 
in hand, estimated values for plant and stock, and, 
as credits, expenditure, amounts owed and a 
balancing figure." 

The decision to make the accounts and audit 
provisions voluntary in 1356 might also have been 
prompted by the fac: thet, at this time, registered 
companies accounted for only a small proportion 
of total economic activity.!! Indeed, the majority of 
companies incorporated prior to 1880 were formed 


*First Report-—British Parliementary Papers (BPP), 1849, x, 
p. 267, reply to question 2548. 

"Ibid. p. 335, reply to quest on 2761. 

Harold Pollins, ‘Railway Auditing—A Report of 1867’, 
Accounting Research, January 1957, at p. 15. Reprinted in 
Studies of Company Record: 1830-1974, edited by J. R. 
Edwards, Garland Publishing New York & London 1984, at 
p. 333. 

“Some figures for accountants working in leading cities 
during the nineteenth century are given in A. H. Woolf, A Short 
History of Accountants and Aczountancy, Gee & Co., 1912, c.16. 
Sez also Edgar Jones, Accountancy and the British Economy 
1640-1980, Batsford, Londor, 1981. 

Public Records Office (PRO), BT 41/205/1159/3093. See 
also the accounts filed b= the Banwen Iron Co., BT 
41/4/256/3093 and the Nister Dale Iron Co., BT 
41 /505/2771/3222. 

HH, C. Edey and Prot. Panitpakdi, op. cit., p. 362. 
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to obtain the protection of limited liability,” and 
it might be argued that the restriction which this 
placed on the extent of the shareholders’ potential 
loss reduced the need for statutory intervention. 
The accounts and audit provisions contained in 
Table B were repeated, with some amendment,” in 
CA 1862, Table A. 

The separation of ownership and management, 
as companies increasingly looked to the general 
public to provide the funds needed to help finance 
expansion, became a noticeable feature in a num- 
ber of industries during the last two decades of the 
nineteenth century.'* This development produced 
the need for a greater level of accountability from 
management, but the official response was slow. 
CA 1862 empowered the Board of Trade to alter 
Table A (s. 71) and, upon publication in the 
London Gazette, the revised regulations were to 
apply to companies subsequently registered. No 
new regulations were introduced until 1906, 
however, and the revised Table introduced in that 
year was later adopted without amendment when 
company law was consolidated in 1908 (articles 
103-09). During the last three decades of the 
nineteenth century a number of Bills!’ were 
presented to Parliament designed to make the 
directors of registered companies" legally account- 
able to shareholders for resources entrusted to 
them. These were unsuccessful, though legal obli- 
gations, sometimes extensive, were imposed on the 
officials of particular categories of company.” The 
degree of accountability required from the direc- 
tors of the vast majority of registered companies, 
however, was entirely controlled by the companies’ 
articles from 1856 until a statutory audit was 
reintroduced in 1900 (ss. 21-23). 


Contemporary literature 


Books, articles and government reports pub- 
lished during the last quarter of the nineteenth 


2P, L. Payne, ‘The Emergence of the Large Scale Company 
In Great Britain, 1870-1914, Economic History Review, 1967, at 
p. 520. Limited liability was introduced by the Limited Liability 
Act, 1855, 18&19 Vict., c.133, ss.1-3. 

3The most significant difference is that Table A omits the 
requirement that the accounts be kept ‘upon the Principle of 
Double Entry, in a Cash Book, Journal and Ledger’ (Table B, 
article 69). 

14 The emergence of the limited company as a significant 
force in manufacturing industry dates from 1885 according to 
W. H. B. Court, A Concise Economic History of Britain, 
Cambridge University Press, 1958, p. 174. See also B. C. Hunt, 
The Development of the Business Corporation in England 
1800-1867, Harvard University Press, 1936, p. 79. 

'SBPP 1876, i, p. 453; BPP 1877, i, p. 299; BPP 1877, i, p. 309; 
BPP 1884, ii, p. 133; BPP 1890/1, i. p. 379; BPP 1898, i, p. 246; 
BPP 1899, 1, p. 262. 

‘6This is the term generally used to described companies 
incorporated by registering under the Companies Act. 

'7Railways (1867 and 1868), Assurance Companies (1870), 
Gas (1871), Banks (1879), Electric Lighting (1882), Industrial 
and Provident Societies. (1893), Building Societies (1894), 


' Friendly and Collection Societies (1896). 
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century and the early years of the present century 
contain some conflicting views regarding the extent 
to which Table A was adopted without amend- 
ment, and the perceived suitability of individual 


clauses where special articles were filed. In 1887. 


the Manchester Accountants Students’ Society was 
told that ‘there are a very large number [of com- 
panies] registered without Articles, and so entirely 
governed by Table A’? but this assessment must be 
contrasted with Frederick Whinney’s (1888) view 
that very few companies adopted Table A,” and 
David Chadwick’s assertion that ‘not one per cent. 
of the companies established [under CA 1862] have 
adopted Schedule A’.” Part of the explanation for 
this discrepancy may be that Whinney had in mind 
the practice of large companies, since it does seem 
that it was the ‘all but universal practice with 
companies of any importance to have special 
Articles prepared according to their own require- 
ments,””) whereas small companies found more use 
for Table A.” Also, there may have been an 
element of exaggeration in Chadwick’s comments 
designed to elicit statutory support for the set of 
standardised accounts which he presented to the 
1877 Select Committee on Company Law amend- 
ment.” 

An assessment of the views expressed regarding 
the popularity of Table A ought also to take 
account of the fact that its model provisions be- 
came less applicable as time went by. A quarter of 
a century after the passage of CA 1862 it was noted 
that ‘companies are now more often registered with 
special articles’, while an 1890 contributor to The 
Law Journal observed thadd@able A is much less 
frequently adopted than it used to be’.” The effect 
of changing business requirements was that, by the 
late 1880s, the model provisions were described as 
‘somewhat antiquated” and ‘cumbersome and al- 
most obsolete.” The Davey Committee on Com- 
pany Law amendment (1895) believed that Table A 
should be redrafted ‘to make it conform more 
closely to modern practice and business require- 


Francis E. M. Beardsall, ‘The Accounts of Joint Stock 
Companies’, Accountant, 16 April 1887, at p. 219. See also the 
Repori of the Departmental Committee on Joint Stock Com- 
panies, 1895 (Davey Committee), BPP, 1895, Ixxxviii, p. 168, 
para. 61. 

“Frederick Whinney, ‘Some Remarks on the Companies 
Acts’, Accountant, 27 October 1888, at p. 695. 

BPP, 1877, viii, p. 547, answer to question 1,947. 

“William Jordan and F. Gore-Browne, A Handy Book on 
the Formation, Management and Winding up of Joint Stock 
Companies, 16th edition, Jordan & Sons, 1892, p. 30. 

2 Ibid, p. 31. Although this was probably mainly because it 
kept the costs of incorporation to a minimum. 

Clause 7 of the Companies Acts Amendment (No. 2) Bill, 
BPP, 1877, i, pp. 315-6. 

“James Boardman, ‘Notes on the Formation of Companies’, 
Accountant, 9 April 1887, at p. 208. 

Quoted in Accountant, 6 December 1890, p. 669. 

*6 Ibid. i 

“Boardman, op. cit., p. 208. 


ACCOUNTING AND BUSINESS RESEARCH 


ments.” Similar sentiments were expressed in evi- 
dence submitted to the Loreburn Company Law 
Amendment Committee (1906) which helped 
draft the revised Table A” that was soon after- 
wards given statutory effect by the Board of Trade. 

Turning to the practice of filing articles which 
incorporated some of the clauses contained in 
Table A, we find fairly widespread agreement that 
the specimen provisions were generally. used as a 
model and the exact wording of many clauses was 
often adopted.*! The result was ‘a convenient uni- 
formity in the general outline of the articles of most 
companies.” Comments specifically directed at the 
accounts clauses (78-82) and audit clauses (83-94) 
indicate that the former were much more often the 
subject of amendment than the latter. Gore- 
Browne claims that Table A’s reference to stock in 
trade, in clause 78,” ‘obviously should be [to] 
assets, and in special articles is almost always so 
stated.”** We are also told that the provision for 
books to be open to shareholders’ inspection was 
usually omitted because of the danger of com- 
petitors purchasing shares to obtain access to this 
information.” Clauses 79 and 80, which relate 
respectively to the publication and content of the 
profit and loss account, were ‘frequently omitted, 
or else considerably modified.” In particular, 
companies’ articles often left out the requirement 
to distinguish the several sources from which in- 
come was derived and, even where this provision 
was retained, published accounts normally dis- 
tinguished only gross profits on trading from trans- 
fer fees.” Provisions dealing with the content of the 
balance sheet (clause 81) were often modified or 
omitted, and the directors were instead empowered 
to draw up the statement ‘in such form as 
they...shall from time to time determine.” In 
some few instances companies replaced the re- 
quirement to print and circulate a balance sheet to 
shareholders (clause 82) by an obligation to make 





BPP, 1895, ixxxviii, p. 168, para. 61. 

Reports from Chambers of Commerce, BPP, 1906, xcvii, 
pp. 263-324. 

3A draft Table was prepared by R. J. Parker and A. C. 
Clauson, at the Board of Trade’s request, and modified by the 
Loreburn Committee, BPP, 1906, xcvil, p. 225. 

31A. H. Gibson, ‘The Companies Acts’, Accountant, February 
1883, p. 7; E. D. White, ‘The Books and Accounts of Manu- 
facturing Companies and their Examination by Auditors’, 
Accountant, 10 January 1885, at p. 10; R. J. Parker and A. C. 
Clauson, ‘Memorandum as to “Table A’”’’, BPP, 1906, xevii, 
p. 352. 

Parker and Clauson, op. cit., p. 352. 

3See section entitled ‘Model Articles of Association: 
Accounts Clauses (78-827, infra. 

“F, Gore-Browne and W. Jordan, Handy Book on the 
Formation, Management and Winding Up of Joint Stock Com- 
panies, 26th edition, Jordan & Sons, 1905, p. 315. 

“Beardsall, op. cit., p. 219; Jordan and Gore-Browne (1892), 
op. cit. p. 277; Gore-Browne and Jordan (1905), op. cit., p. 219. 

*Beardsall, op. cit., p. 219. 
` Jordan and Gore-Browne (1892), op. cit, p. 141. 

‘®White, op. cit; p. 11. 
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the document available for inspection at the com- 
pany’s registered office for a limited period.” In 
contrast, ‘nearly all articles of association regis- 
tered between the passing o- the Act of 1862 and 
the passing of the Companies Act 1900, contained 
[audit] clauses identical with those of Table A.” 


Model articles of association: accounts 


clauses (78-82) 


One of the companies listed in Table 1 (Spencer) 
adopted Table A while the -emainder filed special 
articles of association. The ~egulations of these 29 
companies, so far as they relate to accounts and 


audit, are now examined. The model provision is . 


listed first, followed by a numerical analysis of the 
findings and the authors’ observations. The 
findings are analysed between companies which 
registered before 1880 (15 companies) and those 
which registered afterwards (14 companies). The 
purpose of the analysis 1s to help emphasise 
significant changes over time in the relative popu- 
larity of provisions. 


Article 78 (first extract) 

The Directors shall cause true Accounts to be 
kept, 

Of the Stock in Trade cf the Company; 

Of the Sums of Money received and expended by 
the Company, and the Matter in respect of 
which such Receipt and Expenditure takes place; 
and, 

Of the Credits and Liabilities of the Company: 


Findings 
Specimen article adopted 


Amendments: 
1. Minor 


2. Major: Concise artic.e 
Long form azticle 


Observations 

Each company’s articles contained a clause 
which obliged the directers to maintain a record 
of business transactions, but only one company 
(Bessemer) adopted the recommended wording 
without modification. Seven others made minor 
changes, mainly to allow for the fact that the 
model article appeared to fail to require companies 
to maintain a full record of their assets. The most 
common amendment to the recommended wording 


obliged the directors to maintain an account ‘Of 


PReardsall, op. cit., p. 219. l 

aF, W. Pixley, ‘Chartered Accountants and the Development 
of the Limited Liability Companies Act’, Accountant, 29 Octo- 
ber 1904, at p. 504; see also White, op. cit., p. 11. 
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the Assets and Stock in Trade of the Company’ 
while one company (Bell Brothers 2) referred only 
to assets and left out the superfluous reference to 
stock in trade. In this context it is interesting to 
note that the term ‘stock in trade’ originally meant 
all business assets: ‘that part of his [the trader’s] 
goods which were used: to trade.’ By the mid- 
nineteenth century the term had assumed its 
present day meaning, however, and one might have 
expected the Parliamentary draftsmen to have been 
aware of this change in view of the inclusion of 
‘stock in trade’ among the assets listed in the model 
balance sheet (see Figure 1). The explanation may 
be that the clauses were drafted by lawyers un- 
familiar with current business usage and the bal- 
ance sheet provided by a practising accountant. 
When Table A was revised by the Board of Trade 
in 1906, the line referring to stock in trade was 
omitted and ‘Credits’ was replaced by ‘Assets’ 
(article 103). | 

The wording used by the remaining 21 com- 
panies differed a great deal from the model 
provision, and there was also much variation be- 
tween those companies in the apparent burden 
imposed on their directors. Examples of the two 
most popular wordings used, with minor variation, 
are as follows: 


‘Directors shall cause true accounts to be kept 
of all receipts, payments, credits and liabilities 
of the company and of all other matters neces- 
sary to show the :true state and condition of 
the company, andthe accounts shall be kept in 
such books and si{ith: manner as the directors 
think fit and to thesatisfaction of the auditors.’ 
(11 companies) 

Pre-1880  Post-1880 Total 

0 I 


‘Accounts to be kept of assets, liabilities, re- 

ceipts and expenditure.’ (5 companies) 

There is no reason to suppose that the apparent 
difference in the level of the accounting obligations 
imposed on company directors had any direct 
implications for the quality of a company’s system 
of internal record keeping. In some areas, e.g. the 
content of the published profit and loss account, 





“Edwin Cannan, ‘Early History of the Term Capital’, 
Quarterly Journal of Economics, 1929, p. 475. See also R. H. 
Parker, ‘The First Scottish Book on Accounting: Robert 
Colinson’s Idea Rationaria (1683), in R. H. Parker, Papers on 
Accounting History, Garland Publishing, New York & London, 
1984, p. 160. 
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we might expect some manégers to have favoured 
a more secretive practice than was envisaged in the 
model articles, and to have amended the filed 
versions accordingly, since there was always the 
risk that published accounts might find their way 
into the hands of competitozs. Indeed, this reason- 
ing has been used on a number of occasions to 
counter demands for fuller disclosure in company 
accounts.” The internal azcounting records are 
a different matter, since management requires in- 
formation which is adequate both for control 
purposes and to enable progress to.be assessed. 
Management might therefore be expected to main- 
tain a proper account of business transactions 
irrespective of any obligation imposed by the 
articles, and the abbreviated wording is unlikely to 
have implied lower standa-ds. 

The table of findings shcws that the bulk of the 
articles which used the more extensive wording 
were filed before 1880, while the shorter version 
was more common afterwerds. A number of other 
instances are noted in this paper of clear differences 
between the content of articles filed in the first 
and second half of the period under review. No 
explanation has been disccvered for many of these 
changes. The year 1880, of course, saw the for- 
mation of the Institute of Chartered Accountants 
in England and Wales, but the new Institute does 
not appear to have issued any guidelines for draft- 
ing the articles of new companies.* 


Article 78 (second extract) 
The Books of Accourt shall be kept at the 
Registered Office of the Company, and subject 
to any reasonable Res:rictions as to the Time 


Findings 


Specimen article adopted 
Amendments: : 
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and Manner of inspecting the same that may be 
imposed by the Company in General Meeting, 
shall be open to the Inspection of the Members 
during the Hours of Business. 


Observations 

It is probably unreasonable to expect the books 
of account to be entirely located at the registered 
office, particularly where business activities are 
spread over a wide geographical area. Moreover, 
as the average size of iron and steel companies 
increased during the second half of the nineteenth 
century, the shareholdings became more widely 
dispersed, and its was no doubt impractical to 
allow members the freedom of access anticipated 
by the model provision. The articles which 11 
companies filed after 1880 made shareholder access 
conditional upon the authority of the board, the 
general meeting or by statute (amendment 2). Ten 
of these companies also explicitly recognised that 
it made good sense to allow the directors to decide 
on the appropriate location for the books of 
account (amendment 3). Each of these popular 
amendments was incorporated in the revised 
articles issued in 1906. Where access was made 
more freely available, the specification of a mini- 
mum shareholding (amendment 6) was no doubt 
intended to prevent undesirables, such as com- 
petitors, from obtaining the right of access by 
purchasing a single share. The matters covered in 
article 78 were given mandatory legal effect by CA 
1928, s. 39. aie 


Article 79 
Once at least in every Year the Directors shall 


lay before the Company in General Meeting a 
Statement of the Income and Expenditure for 


Pre-1880 Post-1880 Total 
3 l 4 


1. No corresponding provision (though 7 of these companies’ 
articles contained fairly detailed instructions regarding the 
content of accountirg records which were to be kept ‘to the 


satisfaction of the auditors’, see supra) 


. Access allowed only with the authority of the board, the 


general meeting or ty statute 


. Books to be kept\at a place chosen by the directors 

. No indication given of where the books were to be kept 

. Inspection restricted to the period around the general meeting 
. Access restricted to shareholders possessing a specified min- 


imum number of shares 


* 


*The articles of 13 compénies incorporated more than one amendment. For instance, ten of the articles filed after 1880 
included amendments 2 and 3. 


2 Minutes of Evidence on she Companies Acts 1908-1917, 
1925, non-parliamentary, Appendix AA, p. Ixviii, Minutes of 
Evidence on the Companies Act 1929, 1943-1945, non- 
parliamentary, paras. 9931-86 Nicholas A. H. Stacey, English 





Accountancy 1800-1954, Gee & Co., London, 1954, p. 109. 

“Any such guidelines would presumably have appeared in 
The Accountant, which was then the Institute’s official mouth- 
piece, but none were published. 
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the past Year, made up to a Date not more than 
Three Months before such Meeting. 


Findings 


Specimen article adopted 
Amendments: 

1. No corresponding provision 
2. Statement to be laid before general meeting twice a year 
3. Period to elapse: two months 


four months 


publication as soon as practicable 


no explicit time restriction 
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like Matters: Every Item of Expenditure fairly 
chargeable against the Year’s Income shall be 
brought into Account, so that a just balance of 
Profit and Loss may be laid before the Meeting; 


Pre-1880 Post-1880 Total 
9 1 10 


InNlwmoocona 


*Three companies incorporated amendment 2 and one other. 


Observations 

The term income and expenditure account did 
not prove entirely popular with companies, who 
often used the description ‘profit and loss account’ 
in their articles, and almost invariably in practice. 
The latter term was also favoured in the model 
balance sheet (Figure 1), and we use it throughout 
this paper. No significant change was observed in 
companies’ willingness to oblige the directors to 
publish a profit and loss account during the period 


Specimen article adopted 
Amendments: 
1. No corresponding provision 





and in Cases where any Item of Expenditure 
which may in Fairness be distributed over 
several Years has been incurred in any One Year 
the whole Amount of such Item shall be stated, 
with the Addition of the Reasons why only a 
Portion of such Expenditure is charged against 
the Income of the Year. 


Findings 


Pre-1880 Post-1880 Total 


0 3 


25 


2. Requirement to distinguish the several sources of gross income 


omitted 


covered by this study, since eleven of the fifteen 
companies which registered articles before 1880 
and ten of the fourteen companies which registered 
special articles after that date imposed this require- 
ment. The revised articles issued in 1906 substi- 
tuted the caption profit and loss account for 
income and expenditure account and extended to 
six months the maximum period permitted be- 
tween the year end and the date of the general 
meeting. The obligation to present a profit and loss 
account to the general -meeting was made a legal 
requirement by CA 1928, s. 39. 


Article 80 
The Statement so made shall show, arranged 
under the most convenient Heads, the Amount 
of gross Income, distinguishing the several 
Sources from which it has been derived, and the 
Amount of gross Expenditure, distinguishing the 
Expense of the Establishment, Salaries and other 





1 
29 


Observations 

The omission of this provision from the 1906 
articles is a further example of how that revision 
took account of amendments which had proved 
popular with the companies covered in this survey. 
Probably it is also evidence of the consensus in 
favour of keeping financial disclosure to a min- 
imum, which remained free from serious challenge 
for a further 25 years.“ It was not until CA 1981, 
schedule 1, that companies were legally required to 
publish a profit and loss account containing the 
level of detail set out in the 1862 model article. 


Article 81 (first extract) 


A Balance Sheet shall be made out in every 
Year, and laid before the Company in General 
Meeting. 


“J. R. Edwards, ‘The Accounting Profession ‘and Disclosure 
in Published Reports, 1925-1935,’ Accounting and Business 
Research, Autumn 1976, especially pp. 289-94. ee 
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Findings and Observations 

All twenty-nine companies made provision for a 
balance sheet to be made out and laid before the 
company in general meeting, thus ensuring at least 
a minimum level of accountability. 


Article 81 (second extract) 
....and such Balance Skeet shall contain a 
Summary of the Property and Liabilities of the 
Company arranged under the Heads appearing 
in the Form annexed to this Table [see figure 1], 
or as near thereto as Circumstances admit. 


Findings 


Specimen article adopted 
Amendments: 

1. No corresponding provision 
2. Balance sheet to contain: 
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the prescribed document was unsuitable and/or 
that it contained rather more detail than manage- 
ment wished to disclose. The latter explanation is 
perhaps more plausible in view of the fact that the 
Table A balance sheet was more elaborate than 
those generally published by companies during the 
nineteenth century,” while iron and steel compa- 
nies persisted with the practice of disclosing omni- 
bus figures for creditors and fixed assets well into 
the present century.“ The specimen balance sheet 
was omitted from the 1906 revised articles, and a 
prescribed format was not re-introduced until CA 
1981, schedule 1. 


Pre-1880 Post-1880 Total 
l 0 Í 


10 


(i) a summary of the assets and estimated liabilities 


arranged under convenient heads 


(ii) a summary of the property and liabilities 


_ (iti) a faithful summary of the property, 


securities and liabiities arranged under suitable 


heads 


(iv) a true statement of the capital stock and property 
of every description belonging to the company, and 


the debts due by the company 


(v) a full, accurate and intelligible account of the 


assets and liabilities 


Observations 

Only one company, Wigan, in addition to 
Spencer, required the directors to adopt the bal- 
ance sheet format recommended in the model 
articles. The most likely reasons for this are that 


Findings 


Specimen article adopted 
Amendments: 
1. No corresponding prevision 





Article 82 


A printed Copy of such Balance Sheet shall, 
Seven Days previously to such Meeting, be 
served on every Member in the Manner in which 
Notices are hereinafter directed to be served. 


Pre-1880 Post-1880 Total 
6 13 


2. Available for inspect:on at the company’s registered office 


seven or fourteen days before and, in two cases, a specified 
period after the general meeting 
3. Circularisation at the directors’ discretion 
4, Balance sheet circulated one month before meeting 


4SThe accounting practices enrployed by the Wigan Coal & 
Iron Co. Ltd. are examined in J. R. Edwards and K. M. Webb, 
‘The Influence of Company Law on Corporate Reporting 


Procedures, 1865-1929: An Exemplification’, Business History 


Review, November 1982, pp. 259-79. 





Jordan and Gore-Browne (1892), op. cit., p. 192. 

“J. R. Edwards, Company Legislation and Changing Patterns 
of Disclosure in British Company Accounts, ICAEW, London 
1981, pp. 40 and 43. 


186 


Among the thirteen companies which adopted 
the specimen provision, additional responsibilities 
assumed were: 
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of the ten quoted companies which registered. 
articles after 1881 incorporated the filing require- 
ment, but the remainder no doubt sent copies to 


Pre-1880 Post-1880 Total 


To file two copies with the London Stock Exchange 4 4 


To circulate the directors’ report 
To circulate the profit and loss account 
To circulate the auditors’ report 





Observations 

Management’s desire to keep financial informa- 
tion confidential probably explains the decision of 
ten companies to make the annual accounts avail- 
able for inspection only at the registered office, 
rather than to arrange for their circulation with the 
notice of the general meeting. It is perhaps not 
surprising that this limitation should have been 
imposed, particularly in view of the fact that the 
Companies Clauses Consolidation Act 1845, which 
contained specimen sections for inclusion in the 
constitution of statutory companies, provided only 
for the balance sheet to be inspected at the regis- 
tered office (s. 117). The requirement to circulate a 
balance sheet was repeated in the 1906 revised 
articles which also introduced the obligation to 
circulate a directors report. Both were made legal 
requirements by CA 1928 (s. 39(6)(e)). 

The circulation of financial information is an 
early example of the London Stock Exchange 
introducing publication requirements for quoted 
companies in advance of their being imposed as 
general legal obligations. At the turn of the 
century,” the Stock Exchange instructed quoted 
companies to circulate a printed balance sheet and 
directors report to members seven days before the 
general meeting. A further requirement to send two 
copies to the Stock Exchange itself was introduced 
much earlier. A standard form of letter sent to 
Thomas Green & Sons Ltd by the Secretary of the 
Share and Loan Department in 1888 contained the 
following comment: 


I shall feel much obliged by your forwarding to 
this Department as soon as possible two Copies 
of your Report and Accounts.” 


It is likely that this form of letter was first sent 
out in 1881, since the Stock Exchange’s collection 
of published accounts begins in that year. Only five 


“The Stock Exchange is unable to supply the date when this 
requirement was first imposed, but it is first mentioned by 
Gore-Browne and Jordan in the 26th edition, 1905, p. 555. 


7 7 
2 2 
2 2 


the Stock Exchange in order to protect their 
quotation. The accounts filed with the Stock Ex- 
change were not open for public inspection, though 
certain information was extracted for inclusion in 
The Stock Exchange Official Intelligence.” 


Model articles of association: audit 
clauses (83-94) 


The model provisions relating to the appoint- 
ment, remuneration and duties of auditors dupli- 
cate one another in a number of respects, and this 
no doubt explains the fact that some of these 
articles were omitted from specially prepared regu- 
lations. The articles most commonly involved were 
as follows: 


85. If One Auditor only is appointed, all the 
Provisions herein contained relating to 
Auditors shall apply to him. 

87. The Election of Auditors shall be made by 
the Company at their Ordinary Meeting in 
each Year. 

89. Any Auditor shall be re-eligible on his 
quitting Office. 


Article 85 was essentially redundant since article 
83 refers to ‘One or more Auditor or Auditors’; 
article 87 duplicates part of article 84; while the 
authority contained in article 89 would presumably 
be implied unless expressly excluded. None of the 
three articles were reproduced either in CA 1900, 
which made the annual audit a legal requirement, 
or in the audit section of the 1906 revised articles 
which merely refers readers to the relevant stat- 
utory requirements. The remaining audit articles 
are now examined. 


“Letter dated 27 September 1888, filed with the Stock 
Exchange’s copies of the accounts of Thomas Green & Sons 
Ltd., deposited at the Guildhall Public Library, Aldermanbury, 
London. Ps 

Now called The Stock Exchange Official Year Book. 
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Article 83 
Once at the least in every Year the Accounts of 
the Company shall be exemined, and the Cor- 
rectness of the Balance Sheet ascertained, by 
One or more Auditor or Auditors. 


Findings 


Pre~1880 Post-1880 Total 
Specimen article adopted 3 16 
Amendments: 
1. No directly corresponding provision 
2. Profit and loss account also to be audited 


_ 3. Accounts to be examined twice a year 
4. Accounts to be examined more often than once a year at the 
auditors’ discretion 


*Two companies incorporated amendment 2 and one other. 





Observations 

Nct all companies produced regulations in a 
format similar to that adopted in Table A and this 
makes it difficult to discover, in certain cases, 
whetner the specially prepared articles contained 
corresponding provisions. It is nevertheless clear 
that one company (Shelton) had no provision 
directly corresponding to model article 83, but the 
requirements contained taerein were effectively 
covezed in the company’s ~egulations correspond- 
ing to model articles 92 and 94. Article 83 was not 
reproduced separately in CA 1900, but its pro- 
visions were dealt with in sections 21(1) and 23. 


Article 84 
The first Auditors shal be appointed by the 
Directors: Subsequent Auditors shall be ap- 
pointed by the Company in General Meeting. 


Fingings 


Pre-1880 Post-1880 Total 
Specimen article adopted 9 13 
Amendments: 
l. No corresponding provision 
2. First auditors named 


3. Auditors to be appcinted by the directors 
4. No provision for the appointment of the first auditors by the 
directors . 





Observations 

The absence of a corresponding provision at one 
company (Seaton Carew) is a peculiar omission, 
but the need to make an appointment is again 
clearly implied by the remaining articles. The pro- 
visions of article 84 were subsequently covered by 
CA 1900, sections 21(1) and (4). 
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Article 86 
The Auditors may be Members of the Company; 
but no Person is eligible as an Auditor who is 
interested otherwise than as a Member in any 
Transaction of the Company; and no Director 
or other Officer of the Company is eligible 
during his Continuance in Office. 


Findings 


Pre-1880  Post-1880 Total 
Specimen article adopted 13 6 19 
Amendments: 
1. No corresponding provision 
2. Persons interested in the company’s transactions not ineligible 
3. Auditors to be chartered accountants 


5. A ‘competent’ auditor to be appointed 


nee outages 


1 

J 

0 

4. A firm of professional accountants may be appointed auditors 0 
0 

15 


*Weardale’s articles incorporated amendments 2 and 3. 





Observations 

The statement, in the model article, that 
the auditors may be members of the company 
seems unnecessary in view of the fact that the 
eligibility would be assumed in the absence of an 
express provision to the contrary. One explanation 
might be that the Companies Clauses Consoli- 
dation Act 1845 expected the auditors of statutory 
companies to be shareholders,’ and it may have 
been thought that a similar rule would apply in the 
case of registered companies unless the matter was 
expressly commented on in the model articles. 

A rule which disqualifies individuals possess- 
ing an interest in company transactions enhances 
the auditor’s apparent independence, but it is a 
sweeping provision. The qualifications specified by 
CA 1879,” which introduced a compulsory audit 
for banking companies, contained no correspond- 
ing provision, and five of the six companies which 
incorporated amendment 2 filed their articles after 
that date. The wording used in CA 1879 was 
repeated in the abortive Companies Consolidation 
Bill 1884,° but it eventually received legal recog- 
nition in CA 1900, s. 21(3). 

The requirement that the auditor should be a 
professional, contained in the articles of just two 
companies, was not made law until CA 1947, 
s.23(1). However, twelve of the thirteen companies 
whose articles named the first auditors chose char- 


S18&9 Vict., c.16, s.102. 
5242&43 Vict., c.76, $.7(2). 
SBPP 1884, ii, p. 133, s.27(2), also BPP 1888, ii, p. 82, s.28(2). 
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tered accountants for the jcb,* and this was the 
common practice by the time the statutory audit 
was reintroduced in 1900.” 


Article 88 
The Remuneration of the First Auditors shall 
be fixed by the Directors; that of subsequent 
Auditors shall be fixed by the Company in 
General Meeting. 


Findings 


Pre-1880  Post-1880 Total 
Specimen article adoptec 13 10 23 
Amendments: 
1. No corresponding provision 0 
2. No provision for the first auditors’ remuneration to be fixed 


by the directors ] 
3. Auditors’ remuneration to be fixed by the directors in first and ° 
subsequent years 


1 
15 





Observations 
The provisions of article 88 were incorporated 
without amendment in CA 1900, s.22. 


Article 90 
If any casual Vacancy occurs in the Office of 
any Auditor appointed by the Company, the 
Directors shall forthwith call an Extraordinary 
General Meeting for the Purpose of supplying 
the same. | 


Findings 


Pre-1880  Post-1880 Total 
Specimen article adopted 13 0 13 
Amendments: 
1. No corresponding provision 1 
2. Directors empowered to fill vacancy until the next general 
meeting 


ms 
15 





“A number of the companies were registered before 1880, but 
the persons appointed auditor were founder members of the 
ICAEW in all but one case. The auditor of Blaenavon, Under- 
wood P. Harris, may also have been a practising accountant but 
this has not been confirmed. 

Francis W. Pixley, ‘The Dutes of Professional Accountants 
in Connection with Invested Capital both Prior to and 
Subsequent to Investment’, Firzt Congress of Accountants, St. 
Louis, 1904, Official Record cf The Proceedings, Winthrop, 
1904, p. 134. 


190 ACCOUNTING AND BUSINESS RESEARCH 


Observations 

CA 1900, s.21(5), responded to amendment 2 
and made provision for a casual vacancy to be 
filled by the directors, rather than by the incon- 
venient device of calling an extraordinary general 
meeting. 


Article 9] 
If no Election of Auditors is made in manner 
aforesaid the Board of Trade may, on the Appli- 
cation of not less than Five Members of the 
Company, appoint an Auditor for the current 
Year, and fix the Remuneration to be paid to 
him by the Company for his Services. 


Findings 


Pre-1880 Post-1880 Total 
Specimen article adopted 10 
Amendments: 


1. No corresponding provision 
2. Minimum other than five specified for shareholders application 





Observations 

CA 1900, section 21(2), provided for a Board of 
Trade appointment to be made in response to an 
application from a single member. 


Article 92 
Every Auditor shall be supplied with a Copy of 
the Balance Sheet, and it shall be his Duty to 
examine the same, with the Accounts and 
Vouchers relating thereto. 


Findings 


Pre-1880  Post-1880 Total 
Specimen article adopted 1 3 4 
Amendments: 
1. No corresponding provision 12 2 14 
2. Balance sheet to be supplied a specified period before the 
general meeting: 
at least 7 days 
at least 28 days 


3. Auditors also to be supplied with a profit and loss account 
4. Auditors instructed to make proper inquiries of the directors 
and officers regarding the company’s accounts and affairs 
5. No express requirement to examine the balance sheet in 

relation to the “Accounts and Vouchers’ 
6. Duty also to inspect securities 


*Five companies incorporated amendment 3 and one other. 
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Observations 

The omission of the requirement to supply the 
auditors with a copy of the balance sheet (14 
companies) was unimportant as this obligation is 
implied by the duty to meke a report on that 
document. The requirement was not repeated in 
CA 1900. The omission o: the requirement to 
examine the balance sheet in relation to the ‘Ac- 
counts and Vouchers’ (amendments 1 and 5, 15 
companies) was more significant, since it suggests 
that nineteenth century company promotors did 
not expect the audit to comprise a thorough exam- 
ination of the extent to whizh published financial 
reports accurately portrayed the underlying eco- 
nomic facts. Some of the contemporary literature 
does in fact suggest that many auditors merely 
carried out a ‘mechanical’ eudit which comprised 
a comparison of balance sheet figures with the 
totals appearing in the company’s books.” In 
addition, the small amount of time allowed the 
auditor by the articles of scme companies, would 
allow only a superficial examination of balance 
sheet figures. Finally, the fairly common 
certification ‘audited and found correct” supports 
the idea that the nineteenth century audit was often 
a fairly straightforward matter which ignored the 
difficult problems of valuation that are principal 
features of the auditor’s duties today. 

CA 1900 gave the auditor right of access to the 
‘accounts and vouchers (s.23), but did not expressly 
require him to examine the balance sheet in re- 
lation to those records. 


Article 93 
Every Auditor shall have a List delivered to him 
of all Books kept by the Company, and shall at 


Findings 


Specimen article adopted 
Amendments: 

1. No corresponding provision 

2. No power to employ accountants 
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all reasonable Times have Access to the Books 
and Accounts of the Company: He may, at the 
Expense of the Company, employ Accountants 
or other Persons to assist him in investigating 
such Accounts, and he may in relation to such 
Accounts examine the Directors or any other 
Officer of the Company. 


Observations 

Amendment 2 figured more prominently in 
special articles registered towards the end of the 
period 1862-1900. This was probably because 
companies increasingly appointed professional 
accountants as auditors, and the need to obtain 
further assistance was unlikely to arise. Neither 
was the absence of the requirement for a list of 
books to be delivered to the auditors particularly 
significant, provided they were given right of access 
to those books. A potentially more serious omis- 
sion from the articles of six companies was the lack 
of an explicit power to examine the directors. It is 
possible that this represented a determined attempt 
to restrict the scope of the auditors’ investigations 
and, if it succeeded, would have had serious impli- 
cations for the usefulness of the annual audit. 
Much would depend on the personalities involved, 
of course, but the inclusion of an express power to 
examine the directors would have more clearly 
defined the expected scope of the auditors’ duties, 
and have also proved helpful to an auditor con- 
fronted by a strong-minded officer reluctant to 
answer questions. 

Neither the requirement for a list of books to 
be delivered to the auditors nor the provision 
for obtaining assistance from accountants was 
reproduced in CA 1900. 


Pre-1880  Post-1880 Total 
11 13 


3. No requirements for a list of books to be delivered to the 
auditors 
4. No provision for examining directors 


*Nine companies incorporated two or more of amendments 2—4. 


6 Auditors’ Certificates to Belance Sheets’, Accountant, 13 
October 1883, especially p.8, reprinted from Vanity Fair. 

5'This was presumably the wording auditors were expected to 
use to comply with the articles corresponding to model article 
94 (second extract), amendment 2, see below. There are numer- 
ous examples of auditors’ reports employing this wording in the 
accounts deposited at the Guilchail Library. 





Article 94 (first extract) | 
The Auditors shall make a Report to the Mem- 
bers upon the Balance Sheet and Accounts.... 
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Findings 
Specimen article adopted 


Amendments: 
1. No directly corresponding provision 


2. Report on balance sheet and profit and loss account 
3. Report on balance sheet and statement of accounts 


4. Report on balance sheet and yearly account 
5. Report on balance sheet 


Observations 

Twenty seven companies’ articles contained an 
express requirement to report on the balance sheet, 
and in the other two cases an obligation might be 
inferred from the auditors’ duty to certify the 
correctness of the balance sheet (article 94, second 
extract). The articles of eight companies (amend- 
ments 2-4)® registered after 1880 required the 
auditors’ report to extend to the profit and loss 
account. One explanation for this voluntary addi- 
tion to the audit function is that company pro- 
motors decided there was little point in providing 
for the publication of a profit and loss account 
unless it was also audited. This seems a curious 
decision, however, in view of the fact that most 
other amendments to the model articles resulted in 
the omission of provisions either requiring the 
directors to report or empowering the auditors to 
examine published financial information. 

An alternative explanation is based on the 
interpretation placed on the model requirements 
to examine the balance sheet in relation to the 
‘Accounts and Vouchers’ (article 92), and to 
‘Report to members upon the Balance Sheet and 
Accounts’ (article 94). It may well be that there was 
some uncertainty concerning the meaning to attach 
to the term ‘Accounts’ in each of these provisions. 
Article 92 clearly refers to ledger accounts, and it 
would therefore seem to follow that article 94 
required the auditors to report on the balance sheet 
in relation to those ledger accounts, but this is not 
entirely clear, and the position is complicated by 
the fact that the nominal ledger accounts are 
summarised in the profit and loss account. It was 
presumably to avoid any possible ambiguity that 
eight companies placed an explicit obligation on 
the auditors to report also on the profit and loss 
account, and one company to report only on the 
balance sheet. It is not possible to say whether the 
auditors of all eighteen companies which adopted 
the specimen wording were expected to report on 
the profit and loss account, but in one case they 





The accounts and audit clauses of companies using the 
terms ‘statement of accounts’ (amendment °3) and ‘yearly 
account’ (amendment 4) make it clear that these are references 
to a profit and loss account. 
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Pre-1880  Post-1880 Total 
14 18 


2 
2 

5 

] 
p: 
29 


certainly were. Article 133 of Bell Brothers (1) 
contains the specimen extract from model article 
94, quoted above, but then continues: 


and in every such report they shall state whether 
in their opinion the balance sheet and profit and 
loss account exhibit a true and correct view of 
the state of the Company’s affairs.... 


CA 1900, s.23, requires the auditors to report on 
‘the accounts examined by them, and on every 
balance sheet laid before the company in general 
meeting’. Potential uncertainty, concerning the 
scope of the report, is however avoided by the fact 
that companies were obliged, under the Act, to 
publish only a balance sheet. The profit and loss 
account was made the subject of the auditors’ 
report by CA 1947, s.22(1)(a). 


A Brief Digression 

An examination of the accounts published by 
thirteen of the companies covered in this survey 
sheds some light on the practical significance 
attached to the rather vague reference to “Balance 
Sheet and Accounts’ in model article 94. Firstly, it 
is necessary to point out that the requirement to 
present a profit and loss account to the general 
meeting (model article 79) by no means always 
resulted in the publication of a separate statement; 
often companies merely reported profit and loss 
account data in a section at the foot of the sources 
of finance side of the balance sheet. Whether or not 
a separate statement was prepared, the items dis- 
closed were usually confined to some or all of the 
following: directors’ fees, auditors’ remuneration, 
interest charges, income tax, depreciation, pre- 
liminary expenses, transfers to reserves and interim 
dividends paid. Much of this information was 
often repeated in the directors’ report, together 
with further appropriations, particularly the final 
dividend. | 

None of the auditors’ reports referred 
specifically to the profit and loss account, not even 
Bels. However, this may be because a report on 
the balance sheet was regarded as also a report 
on the profit and loss account, in view of the fact 
that the balance from this account was included in 
the balance sheet and, in many cases, the actual 
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profit and loss account data were reported on the 
face of the position statement. In this context it 
is worth remembering tha: the profit and loss 
account was regarded as very much subsidiary, 
and perhaps incidental, to the balance sheet until 
well into the twentieth century. Moreover, as late 
as 1945, the Cohen Committee observed that the 
auditors’ obligation to report on the balance sheet, 
under CA 1929, ‘does not require the auditors to 
report on the profit and loss account, though, as 
the credit or debit balance of the profit and loss 
account is an item in the balance sheet, they cannot 
repor: on the balance sheet without enquiring into 
the correctness of the profit and loss account.” 


Article 94 (second extract) 
....and in every such [Auditors’] Report they 
shall state whether, in their Opinion, the Balance 
Sheet is a full and fair Balance Sheet, containing 
the Particulars required by these Regulations, 
and properly drawn up sọ as to exhibit a true 
and correct View of the State of the Company’s 
Affairs, and in case they have called for Expla- 
nacions or Informatior from the Directors, 


whether such Explanations or Information have 
been given by the Directors, and whether they 
have been satisfactory..- 


Findings 


Specimen article adopted 
Amendments: 
1. No corresponding provision 


. 2. Requirement only thet the ‘auditor shall certify the correctness 
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requirement to state whether it was ‘a full and fair 
Balance Sheet, containing the Particulars required 
by these Regulations’ was omitted, presumably 
because CA 1900 contained no instructions regard- 
ing the content of the published balance sheet. On 
the other hand, section 23 introduced the obli- 
gation to state whether the balance sheet exhibited 
a true and correct view of the state of the com- 
pany’s affairs ‘as shown by the books of the 
company’, and in doing so adopted the wording 
introduced by the Banking Act 1879, s.7(6). In- 
sertion of the clause ‘as shown by the books of the 
company’ is surprising because, in some quarters, 
this was considered to place an unwarranted re- 
striction on the scope of the auditor’s duties. In 
evidence submitted to the Davey Committee (1895) 
Frederick Whinney, President of the ICAEW 
1884-88, suggested that the Banking Act ‘should 
be altered so as to make the meaning clear, viz, 
whether or not the duty of the auditor extends to 
anything beyond seeing that the balance sheet is 
correct according to the books. If it does not 
extend beyond this, then the balance sheet and 
audit certificate would be more or less delusive’.© 

A restriction on the scope of the auditors’ duties, 
similar to that envisaged by amendment 4, was 
successfully challenged in Newton v Birmingham 
Small Arms (1906).°! 


Pre-1880 Post-1880 Total 
3 l 4 


8 9 


of the balance sheet and accounts’ (in 2 cases profit and loss 


account) 


3. Auditors’ report to state whether ‘in their opinion the balance 
sheet and profit and loss account exhibit a true and correct view 


of the state of the ccmpany’s affairs’ 


4. Auditors not to repart on the internal reserve fund 
5.No requirement to report on whether explanations were 


satisfactory 


*Lilleshall incorporated amendments 4 and 5. 


Observations 

The fairly extensive audit report recommended 
by Table A did not prove popular with the pro- 
motors of registered companies covered by this 
survey, and some of the possible explanations for 
this were commented on, above, when discussing 
articles 92 and 93. 

The reporting requirements were repeated with 
some amendment in sect:on 23 of CA 1900. The 





BPP 1945, iv, p. 793, para. 114. 


A.B.E. 15/59--C 





Article 94 (third extract) 
..and such [Auditors’] Report shall be read, 
together with the Report of the Directors, at the 
Ordinary Meeting. 


BPP, 1895, Ixxxvili, p. 255. 

12 Ch.378. Subsequent audit reports on the accounts of 
Guest Keen contained the qualification aes to the pro- 
visions of the Articles’. 
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Findings 


Specimen article adopted 

Amendments: l 

1. No corresponding provision 

2. Audit report to be annexed to balance sheet 


Observations 

The absence of a corresponding provision in the 
articles of twelve companies was of no significance 
in most cases; an effective obligation to make a 
report was placed on the auditors of all twelve 
companies by the articles corresponding to model 
article 94, first extract. In addition, the articles of 
nine of these companies (all post-1880) required 
the directors to publish a report. A noticeable 
feature was the readiness of management to agree 
to go beyond the provisions of the model articles, 
and accept certain obligations concerning the form 
of the report. In all, the articles of twenty com- 
panies obliged the directors to publish a report 
‘dealing with the state and condition of the 
company’. Six of these (all filed after 1880) stipu- 
lated that the report should show the amount 
recommended as a dividend, and five that it should 
also show the proposed transfer to reserves. The 
1906 revised articles incorporated each of these 
amendments (article 107), and the publication of a 
directors report containing this information was 
made a legal requirement by CA 1928, ss.39(4) and 
41(1). 


Summary and conclusion 


The information contained today in British com- 
pany accounts is closely regulated and, although 
there remains scope for innovation, freedom of 
action is much less than was the case in the 
nineteenth century when no external regulations 
whatsoever were in force. It is therefore interesting 
to ask why companies published audited account- 
ing statements in the nineteenth century. A 
plausible explanation is based on the notion of 
accounting information as part of the price which 
management must pay to encourage the public to 
invest and, for this reason, the level of account- 
ability accepted by management was detailed in the 
articles of association. On the basis of this survey, 
the burden placed on management by specially 
drafted articles was significantly less than was 
envisaged by Table A of CA 1862. This suggests 
that, in terms of agency theory, the level of 
accountability demanded by shareholders was less 
than Parliament had expected and, to minimise 
‘compliance costs’, the specially prepared articles 
were modified accordingly. 
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Pre-1880 Post-1880 Total 
13 3 16 


1] 


12 
lI 
29 


The various amendments to the ‘accounts’ pro- 
visions were designed to restrict both the quantity 
of published material and the access allowed to 
members. Eight companies omitted the require- 
ment to lay a profit and loss account before the 
general meeting and seventeen more failed to 
specify the content of the published document. All 
29 companies’ articles provided for the publication 
of a balance sheet, but only one company adopted 
the specimen format and content recommended in 
the model articles. In accordance with model arti- 
cle 82, fourteen companies’ articles arranged for a 
balance sheet to be circulated to the members prior 
to the annual general meeting; ten more made 
limited arrangements for this document to be 
inspected at the company’s registered office. The 
generous right of access to the company’s books, 
provided for in article 78, was unacceptable to 25 
companies, most of whom either made no pro- 
vision for inspection or allowed access only where 
it was authorised by the board, the general meeting 
or by statute. These findings are broadly in line 
with the view, expressed in contemporary litera- 
ture, that companies favoured a larger measure of 
financial confidentiality than was permitted by the 
model articles, but there are differences in empha- 
sis. For example Beardsall™ claimed that clauses 79 
and 80, relating respectively to the publication and 
content of the profit and loss account, were ‘fre- 
quently omitted, or else considerably modified’. Of 
the companies covered in this survey, less than a 
third omitted the publication requirement whereas 
over 80% failed to specify content. 

The requirement, imposed in twenty companies’ 
articles, for the directors’ report to deal with the 
state and condition of the company was a 
significant exception to the general practice of 
registering special articles that called for the publi- 
cation of less information than did the model 
articles. The probable explanation is that Table A 
expected the directors to make a report (article 94, 
third extract), and it was therefore necessary to 
decide on its content. Information about the state 
and condition of a company is of a qualitative 
nature and, in freely providing this material, 
directors probably perceived similar benefits to 


“Reardsall, op. cit., p. 219. 
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those which are thought to accrue today as the 
result of voluntarily publishing information in the 


Chairman’s Review, namely an opportunity for | 


management to say some comforting words to 
shareholders, free from the scrutiny of the auditors 
and the need to substantiate its opinions with hard 
financial facts. The articles of several companies 


laid down further requirements regarding the 


content of the report, namely that it should dis- 
close the recommended dividend and any pro- 
posed transfers to reserves. It is unlikely that the 
directors would have raised vast objections to these 
apparently additional burdens; indeed the opposite 
is more likely to have been the case. It was 
undoubtedly convenient to disclose the dividend, 
which they were empowered to recommend,® in 
their report, while disclosure of the amount trans- 
ferred to reserves would have often helped to 
explain any difference between the level of profits 
reported on the face of the balance sheet, and the 
level of distribution recommended. 

The accounts clauses were more often the subject 
of substantial amendment than the audit clauses, 
but the findings from this investigation cast some 
doubt on the view, expressed by Pixley and others, 
that most companies registered audit clauses 
identical to those contained in Table A.“ All 
companies covered by this survey made provision 
for an annual audit, and many of the audit articles 
were adopted without amendment, but changes 
made were significant and resulted in the publi- 
cation of special articles which might be seen as 
placing far fewer responsibilities on the auditor 
both regarding the extent of his duties and the 
coverage of his report. Fifteen companies’ articles 
imposed no duty to examme the balance sheet in 
relation to the accounts ar.d vouchers (article 92), 
while in seven instances no provision was made for 
the directors to be examined (article 93). In nine 
cases the content of the audit report remained 
unspecified, while fourtzen other companies’ 
articles merely required the auditor ‘to certify the 


&The articles of all 29 companies adopted model article 72, 
which empowered the directors <o declare a dividend provided 
it was sanctioned by the general meeting. 

“See footnote 40. 


195 


correctness of the balance sheet and accounts’ 
(article 94, second extract). 

This investigation shows that, in the articles 
filed by thirty iron and steel companies, the 
recommended accounting provisions of CA 1862, 


. Table A, were ‘toned down’ to a far greater extent 


than those relating to audit. This was in line with 


. contemporary reporting practices which kept 


published accounting information to a minimum, 
based on the argument that company accounts 
could get into the hands of competitors, and that 
shareholders were adequately protected by an 
effective audit and their right to attend and ask 
questions at the general meeting. This broad 
scenario was subsequently accepted and reinforced 
by regulation. 

The audit requirement enacted by CA 1900, and 
the accounting provisions contained in the 1906 
revised articles, incorporated many, but not all, 
of the amendments which were commonly included 
in specially prepared articles filed during the pre- 
vious forty years. In particular, the limitations 
placed by company promotors in specifying the 
scope of both the auditor’s duties and his report 
were rejected by CA 1900 which gave legislative 
recognition to the prime position of the audit as a 
protection for shareholders. On the other hand, 
CA 1900 contained no specific accounting require- 
ments and the 1906 articles omitted the model 
provisions dealing with the content of the balance 
sheet and the profit and loss account. The official 
line was summed up neatly by the Davey Commit- 
tee which admitted to a reluctance to impose 
burdens which would deter ‘the best class of men 
from becoming directors’, and the fact that share- 
holders continued to concur with the practice of 
publishing accounting information in broad terms 
only was stressed in evidence presented to the 
Greene Committee in 1926.° Attitudes rapidly 
changed following revelations in the Royal Mail 
case, however, and this culminated in the far more 
onerous accounting requirements recommended in 
the Cohen Committee’s Report and made legal 
requirements in 1948.° 


“BPP, 1895, Ixxxviii, p.156. 

& Minutes of Evidence on the Companies Acts 1908-1917, 
1925, non-parliamentary, Appendix AA, para.6(b). 

“Edwards, 1976, especially pp. 302-3. 
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Accounting in English Local Government 
from the Middle Ages 


to c.1835* 


Rowan H. Jones 


The historical accounting literature significantly 
under-emphasises the persistence and per- 
vasiveness of non-commercial non-double-entry 
bookkeeping in England. Attention has typically 
been focused on the Exchequer pipe rolls and 
manorial accounting in the Middle Ages, whereas, 
in fact, non-commercial non-double-entry book- 
keeping persisted for over seven hundred years. In 
addition, it pervaded the esonomy throughout this 
time: it was not only adopted in the pipe rolls from 
1130 until 1832 but also ty the organs of govern- 
ment in the localities,’ nemely the counties, bor- 
oughs and parishes. These covered the whole coun- 
try and at the end of the eighteenth century they 
were represented by over 15,000 separate or- 
ganisations. To varying extents they collected 
money, paid money over, borrowed and repaid 
money, spent money, made rates, produced ac- 
counts and had them audited; their use of double 
entry was not common antil the nineteenth cen- 
tury. 

The overall purpose o7 this paper is to provide 
a synthesis of this aspect of the history of account- 
ing, concentrating on accounting in the govern- 
ment of localities. In add:tion, there are three more 
specific objectives. First, to clarify what is meant 
by ‘charge/discharge’ a>counting: there is con- 
fusion in the literature about terminology and 
doubt about what the method involves. Second, to 
understand, for its own sake, what ‘local govern- 
ment’ accounting meant before government regu- 
lation and professionalisation in the nineteenth 
century. And, third, to make a contribution to an 
earlier discussion abou: which characteristics of 
double entry led to its dominance over 
charge/discharge. 


*The author acknowledges the advice given by Professor 
K. V. Peasnell on an earlier draft. 

'This may seem an unnecessarily contrived way of saying 
‘local government’. However: as the Webbs pointed out (1922, 
p. 355), they did not find tkat term in use before the middle 
of the nineteenth century. The phrase ‘local government’ 
implies a ‘system’ of goverrment which in their opinion did 
not prevail before the 18305. 


We begin by attempting to clarify what was 
involved in charge/discharge accounting. We then 
discuss in turn accounting in the parishes, account- 
ing in the boroughs and accounting by county 
treasurers. Finally we offer a synthesis of account- 
ing in the government of the localities throughout 
this period, drawing conclusions about its re- 
lationship with what government itself meant and 
suggesting why double entry eventually held sway. 


Charge/discharge accounting 


Baxter (1980) offers a clear and concise summary 
of what in fact is generally implied by economic 
and local historians when they talk of charge/ 
discharge accounting. He associates it with both 
manorial and pipe roll accounting in the medieval 
period. For him, it is a ‘system of stewardship’ 
where ‘the steward was charged with the sums for 
which he was responsible (opening balance, plus 
receipts), and discharged of his legitimate pay- 
ments; the end balance showed what he must hand 
over to his lord or keep in his charge for the next 
period’ (p. 69). 

There are, however, at least two writers in the 
accounting literature who have taken a different 
view. Chatfield (1977, p. 25) states that it was 
‘developed in fifteenth century Scotland by govern- 
ment accountants.’ Since he previously discusses 
the English Exchequer pipe rolls, he clearly does 
not categorise them as charge/discharge. Boyd 
(1905, p. 58) adopts the same pattern: having 
discussed the pipe rolls he subsequently states that 
the ‘earliest examples of this form of account 
(charge and discharge) which we find... are those 
of the Lord High Treasurer of Scotland,’ the oldest 
extant copy of which dates from 1473/74. Even 
more explicitly, Boyd also states that accounts of 
a priory dating from 1354, which include opening 
balance, arrears brought forward, receipts, pay- 
ments, arrears carried forward and balance, ‘can 
hardly be said to be stated in that form [of 
charge/discharge? (p. 58). 
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It is not easy to resolve the terminological 
question. It is true that the English Exchequer pipe 
rolls do not use the words nor Latin words which 
could be translatable as charge/discharge. An early 
publication of the Pipe Roll Society (1884) does 
discuss them in terms of ‘Charge and Allowance’ 
though this does not appear to be a translation and 
the same author recasts one of the accounts as a 
‘Balance Sheet’ (p. 51), which tends to suggest 
terminological looseness. Two of the most substan- 
tial theses available on manorial accounting do not 
use the phrase charge/discharge accounting (Os- 
chinsky, 1971 and Harvey, 1976). Booth (1981) 
does and in fact segregates his specimen accounts 
using these words, though it is not clear that they 
are translations. In the text he says that ‘the first 
task at the audit of each account was to calculate 
the ‘charge’ (onus)’ (p. 18). This is interesting 
because in the accounts which we discuss later the 
first use of these words occurs in 1547/48 when the 
opening section of the account of a parish is 
headed ‘Onus’ and the first entry says that the 
wardens ‘chargythe themselvys’ (Savage, undated). 
In 1589, for the same parish, the words ‘“chardge’ 
and ‘dischardge’ appear throughout the account 
(pp. 81/82). No doubt a more extensive hunt for 
these terms would yield similar results. Perhaps it 
is simply one more of many examples of phrases in 
accounting whose etymology is not clear and 
which are used in different senses by different 
writers. 

It seems to the present writer that the most 
generally accepted meaning of charge/discharge in 
fact represents a family of accounting statements 
drawn up on the basis of single entry. The other 
unifying theme is that they represent the account 
of a steward being held responsible for financial 
transactions of a period to a higher authority. The 
steward is a debtor to the extent of the charge; in 
many cases the charge includes recurring amounts 
from previous years although it is often supple- 
mented by ‘extraordinary’ amounts. The emphasis 
is on the amounts being due unless there is good 
reason for a shortfall, the discharge. In the context 
of the pipe rolls, this is graphically brought out in 
the Dialogus de Scaccario (Johnson, 1950). How- 
ever, the accounts themselves are only a ‘family’ 
because some are, as Baxter suggests, statements of 
opening cash in hand, receipts and payments, and 
closing cash in hand. However, many are state- 
ments of cash and debtors in hand, income and 
payments, and cash and debtors carried forward 
(Oschinsky, 1971, p. 218; Booth, 1981, p. 24; 
Harvey, 1976, p. 68; Johnson, 1950, p. 84). We 
know of many examples where the charge/ 
discharge account is one of physical inventory such 
as corn and animals (Harvey, 1976, provides a 
detailed discussion). In the accounts we discuss 
later there are a few examples of physical inventory 
being included within the monetary charge/ 
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Figure 1 
. Charge 
Monies due for this year 
. Discharge 
Payments 
. Balance of Charge/Discharge (1 minus 2) 
. Joint Sum of Indebtedness 
Balance of Charge/Discharge (3 above) 
Arrears from previous year’s account 
. Foot of Account 
Payment of cash 
—Of arrears 
—Of balance of Charge/Discharge 
Allowances for monies due but not 
collectible etc 
6. Arrears carried forward (4 minus 5) 
(including debtors) 


Note: Adapted from Booth, 1981, p. 33 and p. 23. 


discharge account, and even of inventory being 
valued. Creditors are not commonly assumed to 
have been included, although as a matter of tech- 
nique they could have been handled in the same 
way as debtors. And, as Baxter (1980) explains, the 
charge/discharge account was used in trust ac- 
counts to distinguish between capital and revenue. 
Thus we can say that charge/discharge was able to 
handle the necessary adjustments to produce ac- 
crued income from cash entries; in practice, the 
most common adjustment in government accounts 
related to debtors. 

The pipe rolls were charge/discharge accounts 
which included debtors, though their treatment of 
these was not as sophisticated as other examples. 
In contemporary terms we would tend to think of 
the pipe rolls as the accounts of central govern- 
ment; they were in fact the written accounts of the 
monies due to the Crown by the sheriffs in the 
counties. They were, in the Middle Ages, the 
accounts of the government of the county on 
behalf of the Crown. However, in one county, 
Cheshire, the charge/discharge accounts were con- 
siderably more sophisticated. We know this be- 
cause of the substantial thesis of Booth (1981), 
which is concerned with the financial adminis- 
tration of Cheshire between 1272 and 1377. In 
1301, the revenues of the county ‘passed forever off 
the pipe rolls on to the annual accounts rendered 
by the Chamberlain of Chester at the local ex- 
chequer’ (Stewart-Brown, 1938, p. x). By 1365, 
perhaps earlier, the form of these accounts was as 
sophisticated a form of charge/discharge known to 
us from this period (see Figure 1). 

Amounts owed by the Chamberlain (the Stew- 
ard) to the county do not confuse the year’s 
charge/discharge. Payments by the Chamberlain 
are divided between payments for this year and 
payment of arrears. Any of this year’s charges 
which the auditors accept as not collectible are 
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deducted from the foot of the account, the impli- 
cation being that this does not necessarily mean 
they will be uncollectible next year. But even after 
allowances there may be charges which have not 
been collected by the Charnberlain (i.e. his per- 
sonal debtors) but which the county still insists the 
Chamberlain should collect these appear within 
the final balance of arrears presumably in addition 
to any shortfall in cash paid by the Chamberlain. 

The Exchequer pipe rolls were in effect made up 
only of sections |, 2 and 3. This meant that where 
items of charge were not cash but represented 
debtors of the steward, then the accounts them- 
selves had to be marked to this effect and the mark 
‘cancelled’ when payment was made. The Cheshire 
method clearly segregates zhe arrears figures, en- 
abling control to be mainteined periodically with- 
out referring back to previous pipe rolls. 

There has been debate amongst historians about 
whether the system of administration of Cheshire 
in this period was sui generis (Booth, 1981, Chapter 
1); it seems that its accounting method was not 
adopted by other governments of the localities. 


Accounting for parishes 


The counties in the Middle Ages, in the person of 
the sheriffs, were organs of government of the 
localities on behalf of the Crown. Of equal, if not 
greater, antiquity were the organs of government 
of the localities on behalf of the Church: the 
parishes, The Webbs’ seminal volumes on the 
history of English local government began with the 
parish. The reason given was that of the other local 
authorities the parish was by far the most numer- 
ous (at the turn of the 18th century there were over 
15,600) and it was the only unit of local govern- 
ment which covered the whole of the country.’ 

From the financial point of view they were also 
important. The statutory power to levy a rate is 
often dated from the Poor Law Act of 1601 (43 
Elizabeth c2); this Act conferred the power on the 
parishes (as well as boroughs and counties). In 
fact, as Cannan (1912) reminds us, there had been 
statutory rates as early es 1427. More important, 
there had been non-statutory rates from time out 
of mind.’ In the parishes the rates had been 
primarily for the upkeep of the church* but down 
the years they were supplemented by poor rates, 
highway rates, police raies and others. 

The parish, then, begen as an ecclesiastical unit 
centred on a church. The main duty of parishioners 
was upkeep of the church. Particularly from the 
16th century onwards, and not unrelated to the 
dissolution of the monasteries by Henry VIII, it 
increasingly took on civil duties. 


“Webbs, The Parish and the County, pp. 3-7. 

Cannan (1912), Chapters I and IL. : 

‘Compulsory church rates persisted until 1868 (Tate, 1969, 
p. 28). 
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Overall responsibility for the management of the 
parish in some cases was vested in the parishioners 
as a whole. The room in the church where meetings 
were held (‘the vestry’) came to be used as the 
parishioners’ meeting. These came to be known as 
the open vestries. Some vestries were close vestries, 
where a local oligarchy was preserved with the 
power of re-electing itself. The increasing number 
of close vestries, with increasing allegations of 
impropriety, eventually resulted in the reform of 
the parochial unit as an administrative arm of local 
government.° 

Responsibility within each parish for the specific 
functions was given to (often forced on) the officers 
of the parish. The four most common offices were 
those of the churchwarden, the constable, the 
highwaywarden and the overseer of the poor. Each 
statutorily kept accounts and was required to 
submit them to the justices of the peace annually. 
For example, the 1601 Act states that the church- 
wardens and overseers: 


‘shall within four days after the end of their 
year... make and yield up to two such justices 
of peace... a true and perfect account of all 
sums of money by them received, or rated and 
sessed and not received, and also of such stock 
as shall be in their hands, or in the hands of any 
of the poor to work....’ (Section II(2)) 


Though each officer produced accounts, those of 
the churchwarden are the most important and have 
most frequently been published. Cox (1913) pro- 
vides a catalogue of the extant accounts and this 
has been updated by Blair (1939). The publications 
are random and numerous. Most are only partial 
transcriptions because their main purpose is to 
illuminate the content of the accounts rather than 
the accounts themselves. We have chosen to dis- 
cuss the full transcriptions/translations which pro- 
vide good coverage of the. time from the late 
Middle Ages to the early 19th century. 

The most sumptuous® publication is that of the 
accounts of St. Martin’s-in-the-Fields, 1525-1603 
(Kitto, 1901). A full reproduction in actual size, 
this book is as close as one could come to reading 
the originals. Four other valuable examples are: 


Ashburton, Devon, 1479-1580 

(Hanham, 1970) 
St. Nicholas, Warwick, 1547-1621 

(Savage, undated) 
Bodicote, Oxfordshire, 1700-1822 

(Fearon, 1975) 
Hooton Pagnell, 1767-1820 


Yorkshire, (Whiting, 1938). 


*The reforms began in 1834 with the first of a series of Poor 
Law (Amendment) Acts. 

‘Webbs’ adjective (The Parish and the: none -p. o but it 
seems even more apposite today. | 
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All the accounts are accounts of an officer or 
officers. When there was more than one church- 
warden, as there often was, there was usually only 
one account. Generally, the accounts were written 
records of an approximately annual ‘audit’ where 
the churchwardens offered the detailed items of 
account for approval by the vestry (parishoners as 
a whole or representatives), then physically handed 
over any money still held (or claimed reim- 
bursement of money due) and any inventory of 
goods, animals etc. These accounts typically in- 
clude an amount of money paid to a clerk for 
writing up the account. 

All the accounts contain the following five 
elements, in one form or another: 


1. A heading, giving the names of the church- 
wardens, the period of account and the name of 
the parish. 

2. The balance brought forward from the foot of 
the previous period’s account. 

3. Receipts (or revenues) of the period. 

4. Payments of the period. 

5. The balance of the account carried forward. 


The headings appear invariably and in some 
cases are so elaborate they are works of art.’ The 
order in which the next three items appear varies 
from parish to parish but is usually consistent from 
period to period. Most often the first item recorded 
is the balance brought forward from the previous 
year’s account though there are examples of this 
being brought into the final reckoning at the end. 
In most cases, receipts appear before payments. 
However, in the Hooton Pagnell accounts, pay- 
ments consistently appear first. 

The balance on the account is usually described 
as being offered up by the existing churchwardens 
(assuming there was a surplus). It may be described 
as being offered to the (named) churchwardens 
elect. There may also be signatures or marks. In the 
Hooton Pagnell accounts, these are sometimes 
accompanied by phrases such as ‘Allowed by us’, 
‘Examined and allowed by us....’ 

With the exceptions of Hooton Pagnell and 
Bodicote, the accounts adopt roman numerals. 
These two do relate to later periods, but because 
there is no explicit comment about the treatment of 
numbers in the transcription (c.f. Ashburton, p. xx) 
we cannot assume that the originals were in arabic. 
The entries in each set of accounts can be grouped 
into three different forms: paragraph form, sepa- 
rate lines but figures not in columns, and separate 
lines with figures in columns. Ashburton and Hoo- 
ton Pagnell are in paragraph form. St. Nicholas are 
an example of the second form. Bodicote and St. 
Martin’s-in-the-Fields are written in separate lines 
with figures in columns; however, Bodicote are 
strictly columnar (pounds, shillings and pence 


ISt. Martin’s-in-the-Fields, pp. 224, 287 for example. 
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strictly segregated) whereas St. Martin’s are only 
left-adjusted. 

In two sets of accounts (Bodicote and Hooton 
Pagnell) the receipts are put in one group, the 
entries being chronological with a sum total at the 
end. This applies also to payments. However, the 
other three adopt different categorisations within 
the groups of receipts and payments. St. Mar- 
tin’s-in-the-Fields are grouped in quarters (Lady 
Day, Midsummer, Michaelmas, Christmas). In 
Ashburton, for the account 1510/11, there are the 
following groups: 


Arrearages (i.e. balance b/f) 
Rent 
Ale 
Wax-silver 
Gifts 
Cross & burial 
Other receipts 
Sum total of receipts 
Rent resolute 
Expenses etc 
Repair of various tenements 
Sum total of payments 


The receipts classification remained almost uni- 
form throughout the period; the payments were 
sometimes placed in one group only. St. Nicholas 
also adopts a detailed breakdown of receipts and 
payments. 

As to the content of these accounts, we can say 
that, almost without exception, they used the cash 
basis. Most entries included the words ‘received’ or 
‘paid.’ There was a small number of occasions 
when the balance at the foot of the account 
explicitly included reference to monies still owed to 
the churchwarden. For example at the foot of the 
Ashburton account for 1505/06 appears the 
following: 


And so they have clear—£8. 10s. 11d. with 40s 
in the hands of the ale wardens... and 2s. rent 
of Richard Hogge and Thomas Peche and five 
shillings in wax which they delivered ... (p. 34). 


The 2s rent appears under ‘Gifts, rent, etc’ and 
is added in to the ‘Sum of all receipts.’ Therefore, 
the amount of £8.10s. 11d. includes this 2s rent 
(actually 12d from each man). Since the expla- 
nation is that this amount is still owed the original 
entries can hardly have been cash receipts. 

In the 1506/07 account the two amounts of 12d 
are recorded as rent from Hogge and Peche. At the 
foot of the account the wording has (un- 
fortunately) changed to the amount clear ‘with 6s 
8d in pledges’ (p. 35). This could include 4s rent 
unpaid from our two heroes but it is unlikely. The 
1507/08 account similarly shows 12d rent from 
each of them but the account has no totals: no 
receipts totals, payments totals or net total of the 
account. 
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This is very rare in the accounts we are exam- 
ining. There is a footnote given by the transcriber 
to the effect that the 1507/0& account is in a ‘new 
hand’ (p. 35) but this hand does not change again 
until 1509/10, and the 1508/09 account does in- 
clude totals. It is difficult to ascept the explanation, 
therefore, that the lack of totals was because of 
the particular clerk writing the account. The 
‘arrearages’ at the beginning of the 1508/09 
account are £13—an unusually round number 
which in fact does not agree with the individual 
items. Hogge and Peche do not appear in the 
accounts from 1508/09 onwards. 

We have expended some effort in recounting this 
incident because it is unusual to find mention of 
amounts unpaid in churchwardens’ accounts and 
also because the attempt to include debts in what 
had been a receipts and payments account pro- 
duced the kind of difficulzies one might expect 
particularly if the debts were never paid. Had they 
been paid, there would have been no problem—the 
balance on the account would revert to being cash 
rather than cash plus debtors. But when the arrears 
were not paid, what was tc be done? The 1507/08 
wardens could not equitably have been charged 
with the bad debts since they originated with the 
1505/06 wardens. They could simply have been 
forgotten, by excluding them from the foot of the 
account but then the accoint would not balance. 
Perhaps there were other rzasons why the 1507/08 
account was so different from its predecessors and 
successors—the accounts ~hemselves give a ‘cold’ 
view of historical events Nevertheless, we can 
say that this attempt to introduce debtors was a 
failure. 

The accounts of Bodiccte, Hooton Pagnell and 
St. Nicholas are wholly cash accounts and there is 
no inclusion of physical inventories of goods held 
by the churchwardens. St. Martin’s-in-the-Fields, 
however, do occasionally include inventories. 
From the beginning of the series of Ashburton’s 
accounts, physical items of stock are included in 
the main body of the account. In the 1479-80 
account, the first entry ucder Arrearages (which is 
the balance b/f) is: 


First they answer for £4. 7s. 94d. Item ‘they 
answer for a ring of silver. 
Sum thereof: £4. 7s. 95d. and a ring (p. 1) 


There is no further mention of this ring in the 
account. The 1482/83 account (which is the next 
one printed) has only money in the arrearages but 
the foot of the account reads: 


And so remains clear—£7. 3s. 10}d. which we 
delivered Wiliam Erle, Henry Hoper, Thomas 
Wylke and John Coche, wardens elect for the 
year following. And there remains likewise in 
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lead—49 Ibs. And in tin—17} lbs. And in ocre— 
8 Ibs. And there remains 3s. 4d. in the hands of 
Thomas Dorset for the grave of Cecila Dolbear 
lately wife of William Dolbear. And there re- 
mains in the hands of the said wardens 1 silver 
spoon, 1 plater and 1 cover. (p. 3) 


The 1483/84 account includes a ‘silver spoon’ 
with the money amounts of receipts; and the foot 
of the account includes only ‘a silver spoon, a plate 
and a cover’ (p. 4). 

This is very typical of the entries for physical 
inventories. The movement of inventories is not 
traceable through the accounts and the opening 
and closing items are not reconcilable. Indeed, 
from 1485/86, the inventory is not included in the 
feet of the accounts, only in the arrearages of the 
new accounts. 

The 1509/10 account put ‘valuations’ on the 
inventory: 


Arrearages £8. 18s. 8d, 2joz. of silver worth 
7s. Lid. and 14s. in wax. 


Physical inventories were regular entries until 
1557/58, when the accounts reverted to being 
entirely cash-based. 

Churchwardens’ accounts present a picture of 
the warden or wardens being held accountable for 
receipts and payments and also by implication 
being responsible for the actual collection and 
payments out of money. In the Ashburton ac- 
counts, however, there is revealed a network of 
other officers who themselves collected and paid 
out money, who sometimes paid money over to the 
wardens and whose balances were accounted for in 
the wardens’ accounts. The 1517/18 accounts are a 
particularly elaborate example. 

There remains little else to say about these sets 
of accounts which will add to the general descrip- 
tion provided above. There is, however, one inci- 
dent which is worth recounting. 

In 1816, in Bodicote, one of the churchwardens, 
called Hadland (at this time each warden submit- 
ted separate accounts) dabbled with double-entry 
bookkeeping. Instead of the entries running down 
the consecutive pages, as in the past, the payments 
appeared on the left-hand folio and the receipts on 
the right-hand. The left-hand side was headed, ‘Dr. 
Chas. Hadlands Acct 1816 and the right-hand 
side, ‘Churchwarden (pr Contra) Credit’ (p. 116). 
It is an editor’s note which tells us that these 
appear opposite one another in the original (p. 
116). Most of the payments entries are prefaced by 
‘To’ and two of the receipts are prefaced by ‘By’. 


-This practice had actually crept into the 1809/10 


accounts (of a different warden), though not to the 
same extent. 

Other than this change of form, the account is 
much as it was previously. The two sides were 
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totalled thus: 


20.4.2 `. 20. 5. 95 


20.4.2 


In Hand 1. 5} (sic) 


Hadland was warden until 1822 but did not 
repeat his foray into double entry, although he 
sporadically began his payments entries with the 
word ‘To’, l 

One has an uneasy feeling that his debits and 
credits are the wrong way round; if the account is 
a cash account then of course they are. Did he 
really know he was putting together an income and 
expenditure account? If he did, this would support 
the view that the charge/discharge account was a 
modified income and expenditure account. 
Whether he knew what he was doing or not, 
presumably the experiment was abandoned 
because without the corresponding entries the 
change was purely cosmetic. 


Accounting for the boroughs 


The county and the parish may be older but it is 
the borough which has the romance. ‘Borough’ 
means ‘walled town’. The ‘burgesses’ controlled 
the boroughs. The word ‘bourgeoisie’ comes from 
the same root. In terms of succeeding centuries, we 
might see the boroughs as pockets of resistance 
against feudalism and eventual victors over it. We 
might also see them as the manifestation of mo- 
nopoly rights over local manufacture and trade. It 
is clear that they were the urban revolution in 
England, the revolution which has so transformed 
our lives. The most significant development in 
their history was the granting of royal charters of 
incorporation. These represented hard won and 
initially costly freedom from financial and judicial 
interference by the feudal lords. The earliest 
ones date from the middle of the fourteenth cen- 
tury (Weinbaum, 1937, p. 47) but what is known 
as the classic age of incorporation came a century 
later. The essence of these corporations was then 
summarised in five characteristics: ‘perpetual suc- 
cession, power of suing and being sued as a whole 
and by the specific name of the corporation (e.g. 
mayor, aldermen and burgesses of this or that 
town), power to hold lands, a common seal and 
authority to issue by-laws’ (Weinbaum, 1937, p. 
18). The chartered boroughs, the ‘free’ boroughs, 
had total control over the trading which took place 
within the city walls (and lack of it in the immedi- 
ate environs). They had their own courts and fines 
collected from offenders accrued to them, not to 
the Crown. They owned much of the land and 
buildings, extracted rents therefrom and levied 


*See for example Mumford (1966) particularly pp. 302-20. 
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tolls on traders. They were run on behalf of the. 
burgesses and a major objective was to control the 
town’s manufacture and trade. Many were ex- 
tremely wealthy. The poorer boroughs had been 
accustomed to levying rates on the burgesses. 
Cannan (1912, pp. 18-20) cites the case of Ipswich 
in the second half of the fifteenth century where 
regular rates were made, accounts were drawn up 
of monies received and burgesses who refused to 
pay were threatened with disenfranchisement. 
However, it was not in fact until the 1835 
Municipal Corporations Act that general statutory 
authority was given for incorporated boroughs to 
levy rates, and even then the emphasis was on 
boroughs levying rates only if their other income 
was insufficient. : 

Within the free boroughs the Crown still had 
overall power. But the law of the land was admin- 
istered by the boroughs themselves. The Church 
remained important: parishes were as ubiquitous 
within the walls as they were outside. Economic life 
was determined by the burgesses. 

Over many years, these local monopolies, be- 
came, some would say inevitably, inefficient, ex- 
travagant and corrupt—certainly in the eyes of the 
nineteenth century reformers. The 1835 Act forced 
the management of these boroughs to be directly 
accountable to ratepayers (not until the twentieth 
century were they directly accountable to the in- 
habitants) but at the same time, crucially, main- 
tained and indeed reinforced their ‘freedoms’. In 
important respects, and this applies directly to the 
accounting function, they remained separate from 
the rest of what came to be known as ‘local 
government’ (until 1972 that ts). It is no exagger- 
ation to say that the local government accounting 
profession came from boroughs. 

In one small, but significant, sense the im- 
portance of boroughs has been recognised in 
accounting history: namely, the work of Miss D. 
M. Livock (1965 and 1966) into the City of Bristol. 
On the other hand, economic and local historians 
have been less concerned with borough accounts, so 
there are few good examples available of tran- 
scribed or translated accounts: the best two are for 
the Boroughs of Hull (Horrox, 1983) and Leicester 
(Chinnery, 1967). 

The financial affairs of boroughs were typically 
vested in the officer known as the chamberlain and ` 
it is the chamberlain’s accounts which have most 
often survived. The office was usually held for a 
year or small number of years and, because the 
town was often in debt to the chamberlain, it was 
held by a wealthy burgess. The chamberlains’ 
accounts of Hull (there were two chamberlains in 
each year) have been published for the years 
1321/24 (one account) and 1464/65. These are 
interesting because of their antiquity, the former 


. coinciding with the period discussed earlier in the 


context of Cheshire. In fact there is nothing other- 
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wise exceptional about them. They are in the form 
of charge/discharge. They ere the accounts of 
named individuals which record below the head, 
receipts, payments and a summary. They are in 
paragraph form and were originally written in 
Latin. Separate paragraphs were used for each 
category of receipt and payment and each was 
totalled. A total of all receipts was recorded. In the 
summary paragraph a total for payments was 
written and then the balance shown. As it happens, 
both accounts recorded amcunts of money owing 
by the town to the cham>Derlains. The former 
account also details that the amount owed should 
be paid off at the rate of 20 marks per annum 
(which Horrox, p. 24, calculates would have taken 
about eight years). Between the two accounts Hull 
was granted its charter of incorporation (1440) and 
whereas the former account had receipts mainly 
from taxes the latter records the rentals and lease 
payments from the newly acquired holdings. This 
changed the form of the chamberlains’ account in 
one respect. One amount 13 shown for the ‘rents 
and farms’ as a receipt. Buz this was not in fact a 
cash receipt; it was the amount supposed to be 
collectible (Horrox, 1983, p.173, footnote 47). 
Against this amount had to be set discharges 
because of ‘decayed’ payments. These were sum- 
marised in a paragraph at the end of the payments 
section and added into the zotal sum of ‘payments, 
decays and diminutions’ waich was then deducted 
from total receipts to produce the balance of the 
account. 

The Chamberlains’ Accounts of the Borough of 
Leicester (Chinnery, 1967) is an astonishing publi- 
cation. It covers the period from 1689 to 1835. It 
reproduces in full the accounts for eight of those 
years (at approximately 2) year intervals). It also 
produces summaries of the missing years, analysed 
over the paragraphs of account. We are told in 
the Introduction that these were the accounts of 
Leicester until 1835 when double-entry book- 
keeping, among the other reforms, was introduced. 

The accounts are in columnar form with pounds, 
shillings and pence strictly segregated. After the 
head of the account, receipts are recorded and 
grouped into common items, then come payments 
similarly grouped. The curious thing about all the 
accounts is that there are no sub-totals (either of 
groupings or of pages) and in fact the accounts for 
1688/89 and 1708/09 are not summarised at all. 
The latter do record anozher group of items at the 
end called ‘Supers’ whick. we are told represent the 
decayed rents and lease payments. The 1729/30 
account also lists ‘Supers’ and these are included 
in an overall summary which produces a balance 
due to the Corporation. In fact the summary 
records many adjustments to the basic entries. 
These suggest that the annual audit, which was 
held every year between March and May and 
consisted of the Chamberlain accounting to a 
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group of something like twenty four Aldermen and 
Councilmen, did have an effect on the accounts 
(p. vili). One adjustment relates to an additional 
amount of £2 16s. 2d. being charged to the ac- 
count because in the payments section was in- 
cluded an amount paid to ‘Mr. Hart’ overstated by 
that amount. There was also an adjustment for a 
single receipt which had been charged in two 
separate places. 

These accounts are indeed astonishingly com- 
prehensive. Their publication is justified in terms of 
their value to economic and local historians rather 
than to accounting historians. What they do 
clearly demonstrate however is the continuity of 
chamberlains’ accounts over, in this case, 150 
years. 

Bristol Corporation is the only example known 
to the present author of the accounts of a borough 
having been examined in depth by an accounting 
historian gua accounting history.? D. M. Livock’s 
researches in the early 1960s resulted in a paper in 
the Journal of Accounting Research called “The 
Accounts of the Corporation of Bristol: 1532 to 
1835’ (1965) and a transcription of the accounts for 
1557 and 1628 which was published by the Bristol 
Record Society (1966). 

Perhaps the most important point to note about 
her work is that, as far as the accounting records 
were concerned, the period from 1532—1835 is 
better seen as two distinct periods; the years 
1785/86 mark the change. Before 1785, the ‘ac- 
counts’ were primarily made up of the annual 
audits with which we are now familiar (they are 
referred to as ‘Mayor’s Audit’). Written up after 
the year end, the chamberlain’s account was the 
written record of the chamberlain’s incomings and 
outgoings as offered up to the common chamber. 
In 1786, though the change had been presaged as 
early as 1615, the ‘accounts’ became what Livock 
describes as ‘a full double-entry form of accounts’ 
(1965, p. 96) with cash books, journals and a 
ledger. On the introduction of these accounts, the 
annual audit was no longer written up, at least in 
the previous form. Instead, summaries were given 
in the journal and the ledger and it was these which 
were signed by the auditors. 

The transcriptions of the chamberlains’ accounts 
for 1557 and 1628 are examples of the written 
record of the annual audit and, in fact, are a 
combination of many elements that we have al- 
ready seen in churchwardens’ and others’ accounts. 
Both sets have a written heading (the 1557 heading 
is in Latin) which identifies that what follows is the 
account of a named officer of the City of Bristol for 
the year ended at the feast of St. Michael. How- 


*Pace Wren (1948 and 1949); valuable though these papers 
are (they incidentally confirm that the City of London used 
Charge/Discharge accounting in the seventeenth century) they 
are primarily concerned with economic history. 
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ever, there is more than one ‘account’ for the year. 
Separate accounts, with separate headings and 
separate feet, are produced for the ‘town lands’ 
and for (three) other groups of lands. 

The first section is the charge, the main group of 
which is made up of rentals of town lands. These 
are further divided into the (named) streets, bridges 
or areas where the properties are. Then comes the 
discharge. These are in chronological order 
classified into the four quarters with each divided 
into weeks. At the end of all the individual ac- 
counts is a summary. The balance between charge 
and discharge is recorded with the four signatures 
of the auditors. These accounts are not simply 
receipts and payments. In the first place, the entry 
for each rental is the amount that would be due 
assuming each property to be occupied. For some 
pages, where the property is empty the abbrevi- 
ation ‘vac’ is written to the left of the entry. There 
are three sub-totals for each page: 


Sum of all amounts 

Sum of the ones not occupied (may or may not 
be marked ‘vac’) 

Balance (marked ‘Rest clere’) 


In other words, the individual items are the 
charges, while the sub-total for the page in effect 
discharges the chamberlain of the rents not due 
because of voids. It is the balances (marked ‘Rest 
clere’) which are carried forward to the overall 
summary. 

This form also suggests that the balances called 
‘Rest clere’ are not sub-totals of receipts: some of 
the rents due from occupied houses must have 
remained in arrears on some occasions, in which 
case the balances would include accrued rents. 
Livock (1965, p. 90) confirms this. She tells us that 
it was only when an individual chamberlain went 
from office that the arrears of rent were explicitly 
identified. In other years, rents included arrears of 
rent, as did the balance of the account as a whole. 
That there were arrears was the chamberlain’s 
problem, not the city’s. But this would be inequi- 
table for a new chamberlain (in Bristol, chamber- 
lains held office for more than one year). Con- 
sequently, a calculation of the total arrears was 
made to divide the balance from the foot of the 
outgoing chamberlain’s account into cash and 
arrears. The new chamberlain thus became re- 
sponsible for the old one’s uncollected rent al- 
though presumably the fact that it had been 
identified as having originally resulted from pre- 
vious office-holders’ actions was equitable enough. 

There is no obvious suggestion that these ac- 
counts otherwise included any accruals of either 
receipts or payments. As late as 1780, Livock 
(1965, p. 95) is able to say that ‘if the total arrears 
of rent are deducted from the amount said to be 
due from the chamberlain the result is the balance 
as shown by the cash book’. 
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If the foregoing suffices as a summary of the 
formal accounts of the chamberlain up to 1786, it 
does not describe the accounts of the City which 
were kept. It is not surprising to find, particularly 
in view of the number of entries which were 
recorded in the Mayor’s Audit, that there were 
subsidiary records. We know from Livock that 
these included rent books, day books, books of 
loan transactions and cash books. 

Details of why a double-entry bookkeeping sys- 
tem was instituted in 1785 and whose expertise was 
used are not available. What is particularly inter- - 
esting about the accounts is the form of the final 
accounts. First, a balance sheet was not produced 
although with one exception it could easily have 
been: the exception relates to the personal ac- 
counts, which were not balanced annually. The 
movement on the capital account over the year was 
explained in terms of ‘Receipts’ and ‘Expenditure’. 
Second, an amount was brought into this capital 
account representing the capitalised value of rent- 
als and lease payments of properties owned by the 
city. This practice lasted until 1817 when the 
surveyors recommended these valuations be writ- 
ten out because they were ‘merely visionary’ (Liv- 
ock, 1965, p. 99). The effect of the write-out was 
to reduce the capital stock from £174544 3s. 62d. to 
£11738 13s. 84d.'° 

The reform of Bristol in 1835 saw some changes 
reflected in the accounts, though they were rela- 
tively minor. In common with many other bor- 
oughs the office of chamberlain was replaced by 
that of the ‘Treasurer’.'!' However, the new trea- 
surer was the same man as the old chamberlain 
(Ralph, p. 30). Another change was that the audit 
certificate appeared now in the Cash Book. The 
folio for August 1836 had a certificate relating to 
the period 1 March to 31 August 1836 which states 
that the two ‘Auditors of the Borough’ and the 
‘auditor appointed by the Mayor’ have audited the 
account of the sums of money received and paid by 
Thomas Garrard Esq (the Treasurer) ‘and we find 
them to be correct’. 


The accounts of County 
‘Treasurers 


There are two obvious lacunae in our discussion of 
the early development of ‘local government’ ac- 
counting. The first relates to the ad hoc local 
authority, what the Webbs (1922) call ‘Statutory 


Additional details not provided by Livock were gleaned 
from the archives by the present author. 

This was because the 1835 Municipal Corporations Act 
used the word ‘Treasurer’ rather than ‘Chamberlain’. It is not 
clear if there was political significance in this. The Chamberlain 
of the City of London, which office was the model for Bristol, 
still exists; the City of Plymouth also still has a ‘City Treasurer 
and Chamberlain’. 
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Authorities for Special Purposes’, which played 
such an important role in the eighteenth century. 
In addition to being guardians of the poor, they 
were concerned with turnpikes, paving, lighting, 
cleaning and watching the streets. Perhaps not 
surprisingly, the accounts of these many 
authorities’? have not been published, if they are 
still available. The turnpike trusts, for example, 
were originally subject to dezailed control by the 
justices of the peace but from the middle of the 
eighteenth century ‘no new provisions were in- 
serted (in their originating Acts) requiring the 
Trustees to account for thzir receipts and ex- 
penditure to any public authority (p. 165). 

The second gap in our discussion relates to the 
county level after the Middle Ages, when the 
justices of the peace took over from the sheriffs as 
the judicial representatives of the Crown. The 
important development as far as they are con- 
cerned was the gradual imposition of civil duties in 
addition to their judicial omes. Henry VIII gave 
them overall responsibility for the financial affairs 
of bridge building and maintenance in 1530 (22 
HenVilles) and Elizabeth I added some re- 
sponsibilities for poor relief in 1572 (14 Eliz c5) 
and, more significantly, in 1€01 with the Poor Law. 
This included the provision that the justices should 
elect treasurers who would collect money for the 
relief of the prisoners in the King’s Bench and 
Marshalsea Prisons. 

Whereas the 1601 Act significantly increased the 
civil duties of the justices and introduced the 
notion of a County Treasurer, it was a 1739 Act 
(12 Geo II c29) which creat2d the office of County 
Treasurer uniformly throughout the country. The 
Act also brought together all the separate county 
rates which had developed over the years into one 
rate levied by the justices. Section VII required 
that: 


... the said respective treasurer or treasurers 
shall and are hereby recuired to keep books of 
entries of the several sums respectively received 
and paid by him or them in pursuance of this 
Act; and is also herebv required te deliver in 
true and exact accounts upon oath if re- 
quired... of all and every sum and sums of 
money respectively received and paid by him or 
them, distinguishing the particular uses to which 
such sum or sums of money have been ap- 
plied... and shall lay before the justices at such 
sessions the proper vouchers for the same. | 


This requirement for audit had particular force, 
at least in theory, because section X also required 
that no new rates could be made ‘until it shall 
appear to the said justices... by the accounts of 


The Webbs say that there were something like 1800 of them 
collecting in total £3m gross by 1835 (1922, p. 2). 
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their respective treasurer or treasurers or other- 
wise, that three fourths of the money collected by 
virtue of the preceding rate have been expended for 
the uses and purposes aforesaid’. It is perhaps 
difficult to imagine how one would ‘otherwise’ 
know that three quarters of the rates had been 
spent but it was not an unwise precaution for the 
drafter of the Act to take in view of subsequent 
problems in obtaining accounts at all from some of 
these Treasurers.’? The 1739 Act remained in force 
until 1888 when county government lost its judicial 
function, in effect becoming the branch of local 
government we recognise today. 

The accounts of the County Treasurers have not 
been published but there are some useful articles 
which have been written about the office and which 
include consideration of archival material. What 
these do suggest is that charge/discharge account- 
ing was employed, although at the end of the 
eighteenth and the beginning of the nineteenth 
century there are suggestions of double-entry 
bookkeeping being introduced in some areas. 
What is also interesting is that three of these papers 
point to financial difficulties which led to treasurers 
being relieved of office and/or new systems of 
accounting being introduced, all during the decade 
of the 1780s. In Middlesex in 1782, the Bench 
concluded that ‘the present method of audi- 
ting.... is not such as affords that satisfaction 
which is required in matters of account’ (p. 277) 
and the treasurer was instructed ‘to keep his ac- 
counts by double-entry, classed under distinct 
heads showing debits and credits’ (p. 278). During 
Michaelmas 1780, in Warwickshire, ‘the financial 
storm broke’ and the treasurer was discharged 
from office because of ‘neglect of duty’ (Hughes, 
1955, p. 95). And in Glamorgan, at the Easter 
Session of 1786, the treasurer was “discharged from 
that office he having neglected to settle his ac- 
counts’ (Elsas, 1957, p. 260). Nor was this confined 
to the counties. In July 1789, Liverpool suspended 
and later dismissed their treasurer for improper 
conduct. The books were then ‘required to be 
balanced monthly and laid before the Council at 
each meeting’ (Chandler, 1954, p. 155). Recall also 
that it was 1785 when Bristol first introduced 
double-entry bookkeeping, including balance sheet 
valuations of capital assets. 

Though the connection has not, to this writer’s 
knowledge, been made before, these events seem to 
be a natural part of the movement for ‘Economical 
Reform’ which was born in the 1780s but which 


See for one example, Staff of the Middlesex County Record 
Office (1952). 

'4Cornwall (1955) is the best example. See also France (1952), 
Staff of the Middlesex County Record Office (1952), Walne 
(1954), Hughes (1955), Steer (1955) and Elsas (1957). 
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was more directly concerned with central govern- 
ment. As Roseveare (1969) puts it: - 


... the winter of 1779/80 saw the beginning of 
a movement which was.... to introduce into 
public life a new morality, into finance a new 
probity and into government as a whole new 
standards of efficiency and economy (p. 118). 


At the centre the most obvious manifestation of 
this movement was the establishment of a Commis- 
sion for Examining, Taking and Stating the Public 
accounts which reported first in November 1780 
and issued its last in December 1786. Binney (1958) 
discusses this period in considerable detail but 
there is no suggestion that it had any direct effect 
on government in the localities. Neither does there 
seem to have been a significant role for double-entry 
bookkeeping. Binney tells us that it had already 
been in use by the Treasury (but not the pipe rolls 
or the spending departments) since the revolution 
in 1688 and it was not until the nineteenth century 
that 1t was adopted universally in central govern- 
ment (Roseveare, 1969, p, 138). 

The decades around the end of the eighteenth 
century also saw increasing demands for accounts 
of local government to be published, which can 
again be seen as part of the ‘Economical Reform’ 
programme. Indeed, one of its acknowledged 
founders, Lord Shelburne, said: 


It has been found by experience that this is the 
grand principle of economy and the only 
method of preventing abuses; far better than 
oaths or any other checks which have been 
devised. Instead, therefore, of oaths there 
should be an obligation to print at the end of the 
year every expenditure and every contract, ex- 
cept in the cases of Secret Service, which may be 
subject to checks of another nature. (quoted in 
Binney, 1958, p. 268) 


The statutory requirement of published accounts 
for local authorities came with the County Rates 
Act 1815. The first published abstract of accounts 
for the County of Buckinghamshire for 1816/17, 
for example, was a one-page account, receipts on 
the left-hand side, payments on the right, with a 
statement by the auditors that the accounts them- 
selves ‘were verified upon the oath’ of the treasurer 
and were ‘examined and allowed by us’. In com- 
mon with many other examples, the 1815 Act did 
not introduce abstracts of accounts nor even their 
publication but it did introduce a uniform require- 
ment to publish. Halcrow (1953) tells us that it was 
at this time that pressure was brought to bear on 
the borough of Newcastle to publish their accounts, 


and Chandler (1954, p.155) says that Liverpool’s | 


accounts were published in 1815 after years of 
agitation, when the Mayor arranged for the ac- 
counts from 1797/1816 to be published. Thus 
although there was undoubtedly concerted effort 
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throughout the country at the turn of the eigh- 
teenth century for the accounts of boroughs and 
counties to be published, the statutory result was 
applied first of all to the counties.’ It was not until 
the 1835 Municipal Corporations Act, after years 
of inquiry into the finances of boroughs, that the 
same requirement was forced on incorporated 
boroughs. 


Synthesis 


The foregoing, while it does not purport to be a 
comprehensive history, does suggest that what we 
are dealing with is a homogeneous set of accounts. 
Each authority’s accounts are remarkably consis- 
tent and, more importantly are, at least in terms of 
fundamentals, remarkably comparable. The au- 
thor has examined many other fragments of pub- 
lished accounts and there is nothing in them of 
importance which contradicts the following syn- 
thesis. 

All the authorities used charge and discharge 
accounting (although some, including the pipe rolls 
themselves, do not adopt this terminology). They 
are all accounts of people, not of organisations. 
Even in the incorporated boroughs, the accounts 
are those of the chamberlain not of the legal 
fiction. They are the accounts of a steward ad- 
dressed to a higher authority. ‘Accounting’ by the 
steward and ‘auditing’ by the higher authority took 
place simultaneously and were bound up with each 
other. The auditors would typically assume that 
the recurrent income would be a part of the 
steward’s account. The steward would ‘account’ 
for any differences and any non-recurrent items. A 
clerk would record the results of these exchanges, 
for a fee. It is the clerk’s record of the proceedings 
which is available and which we have primarily 
been discussing. | 

In the Exchequer, the account was heard twice 
a year (primarily so that cash could be collected on 
account-——the ‘profer’); in the local authorities, 
generally once a year. Obviously, ‘accounting’ was 
not a continuous or even a frequent provision of 
financial information. The event required that the 
steward turn up. For the Exchequer, it was a 
matter of law: he was summonsed. In the small 
parishes there was presumably little difficulty in 


IJs it purely coincidental that the surveyors in Bristol 
recommended in 1817 that valuations of rental and lease 
agreements of corporate land be written out of the accounts, as 
being merely visionary? The County Rates Act did not in fact 
apply to the incorporated boroughs, even though Bristol was a 
county as well as a borough. It would be surprising however if 
Bristol was immune from the non-statutory pressure that was 
applied to Newcastle and Liverpool, major ports all. The selling 
off of corporate lands to members of the councils was un- 
doubtedly an issue at this time—so much so that the only 
central government control introduced by the 1835 Act was the 
requirement that any alienation of real estate was to be 
approved by the Treasury, under s. 94. 
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obtaining the churchwarden in the normal run of 
events. In the counties in the eighteenth century, it 
was common for the steward to give surety on 
taking up the post which provided some incentive 
to turn up at the court (though it was obviously not 
too successful in some counties during the 1780s). 
The proceedings were, part:cularly at the Ex- 
chequer, highly formal, comtative, ritualistic and 
even mystical. They were equivalent to, if not the 
same as, courts of law.'® It seems unlikely that the 
same ritual, to the same extent, took place at the 
local level. It was very common for the audit to 
take place in a public house and the accounts 
themselves often include items for ale and wine at 
the audit. For the parishes and the counties the 
hearing of accounts by the justices was by 
definition a legal event. 

As for the form and conzent of the accounts 
themselves, the emphasis is >n the charge rather 
than the discharge. The former is almost invariably 
recorded first, takes up more of the account and is 
classified more consistently and in more detail. 
There are many examples of the desire for the 
account to separate the cash position out from the 
debtors position. The “Cheshire method’ which 
dates from the middle of the fourteenth century 
could handle this, at least where the number of 
entries was manageable, but it was not adopted in 
later accounts. Individual stewards down the years 
confronted the problem of debtors in an ad hoc 
way, usually as a memorandum and without much 
success. 

The charge/discharge accounts were nowhere 
concerned with separating out the revenue position 
from capital. They were also generally concerned 
with cash and debtors. Some dabbled with inven- 
tories but in effect only as memoranda and, on the 
face of it, without much canviction. 

The sub-classification of the charge and dis- 
charge had always been a matter to which some 
attention had been given. Once it had been agreed 
upon it remained consistent for many years. In 
some cases this did reflect management consid- 
erations. The recurrent receipts were usually dealt 
with in a stereotyped way, as one might expect 
rentals and lease payments from property to be. 
Management which took as its starting point ‘what 
happened last year ? is. reflected in these accounts. 
A significant and non-trivial explanation for why 
the accounts of a given year are the way they are 
is because they were that way the previous year. 

The whole thrust of the charge/discharge ac- 
count was that even before the account was heard 
the steward was in debt to the higher authority. 
The burden of proof that the actual position was 
otherwise fell on the steward. This was un- 


bOne reason why the ancient course of the exchequer sur- 
vived into the nineteenth century was that it was hidebound i in 
law. 
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doubtedly true at the Exchequer: as the Dialogus de 
Scaccario (Johnson, 1950, pp.’78/79) puts it, ‘(a)ll 
the Sheriffs and Bailiffs, then, to whom the Som- 
monses are addressed, are bound by the same legal 
compulsion (that is by the authority of the King’s 
order), to wit that they must assemble on the day 
named, at the place appointed, and answer for 
their debts’. It has been suggested that what 
double-entry bookkeeping was to capitalism so 
charge/discharge accounting was to feudalism.” It 
did develop in England in the context of feudalism 
and the burden was on the steward. However, one 
must be careful not to emphasise this onesidedness 
too much.’® The sheriff typically held a fee farm 
and it was often the fixed payments due under this 
that were accounted for at the Exchequer. For the 
Crown, the benefit of this system was that a fixed 
return could be relied on from Crown lands. This 
left the risk but also the flexibility (to collect more 
than was strictly due) to the sheriff. The crucial 
part of the deal, from the Crown’s point of view, 
is no risk. In that context, any suggestion that this 
fixed income was not forthcoming was likely to be 
treated with some scorn. Feudal the context may 
have been but the onesidedness of the account had 
some justification. 

From the Webbs’ point of view (1922, pp. 355/ 
365), government of the localities before 1835 
could be characterised by the principle of the 
‘obligation to serve’. The obligations in a particu- 
lar kind of authority arose in different ways but 
however they arose the Webbs tell us ‘they in- 
cluded, not merely a duty to obey, but also a direct 
charge on the will to act. They involved not only 
personal responsibility to a superior, but also such 
power over other persons as was incidental to the 
due performance of the public service. Thus, how- 
ever men might differ in faculties and desires, or in 
status and fortune, they were all under obligations 
to serve in one way or another’ (p. 355/56, emphasis 
added). The account charge and discharge suited 
the purpose admirably of discharging the steward’s 
obligations. It seems important, particularly in the 
context of close corporations,” to emphasise, as 
the Webbs did in general terms, that the obligation 
of the chamberlain to serve was onerous. It is 
difficult to see that it was as onerous a relationship 
as that of a parish churchwarden towards the 
vestry and the justices. Nevertheless, however 
wealthy the chamberlain was, there still was an 
obligation to serve seen in the accounts.” 


Bailey (1984, p. 28), 

Binney (1958, p. 244) suggests an analogy between this and 
single-entry bookkeeping’s ‘one-sidedness’—and contrasts it 
with double-entry’s two sides. : 

Both Leicester and Bristol were examples: Webbs (1908, 
pp. 443-481). i 

2 orrox (1983, p. 22) says that in Hull ‘as'elsewhere’ holding 
the office of chamberlain was treated as a pre-requisite to higher 
office in order to provide encouragement to take the job. 
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Our conclusions would be then that charge/ 
discharge accounting was determined by its origi- 
nally feudal context but that it persisted down the 
years and pervaded the economy as a written 
manifestation of the ‘obligation to serve’ imposed 
by governments of the locality on inhabitants. 

An expert, professional bureaucracy was a nine- 
teenth century development, but it would be too 
glib to say that the abandonment of the ‘obligation 
to serve’ caused the adoption of double-entry. The 
question of why double entry superseded other 
methods is addressed in the commercial context by 
Yamey (1956). He identifies three main advan- 
tages. The first two are uncontroversial: namely, 
that it is a ‘more comprehensive and orderly’ 
approach and its ‘duality’ provides a check on 
accuracy and completeness (p. 7). As local author- 
ities’ financial transactions grew these must have 
been significant advantages: charge/discharge em- 
phasises the final account at the expense of the 
individual transactions which make it up; double- 
entry emphasises each individual transaction. This 
is nowhere more clearly seen than in Bristol (in the 
eighteenth century second in importance only to 
London) where the charge/discharge account in- 
creasingly demanded subsidiary books of account 
to the point where these needed to be linked in a 
structured way. The third main advantage Yamey 
identifies is that under double-entry the ledger 
‘contains the material for developing, as part of the 
system, statements of profit-and-loss and of capi- 
tal, assets and liabilities’ (p. 7). In the commercial 
context, Yamey’s concern is with whether these 
statements were a by-product of double-entry’s 
first two advantages; or whether they were central 
in the context of the Sombartian thesis linking 
double-entry with capitalism. In the context of the 
foregoing, we would want to lend support to 
Yamey’s preference for the former view. As Baxter 
(1980) explains, income and capital could be calcu- 
lated within the charge/discharge account. In our 
discussion what is missing from charge/discharge 1s 
not the impersonal accounts but the real accounts 
and more importantly the personal accounts. The 
‘Cheshire method’ dating from the fourteenth cen- 
tury could handle the summary of personal ac- 
counts to give the total debtors figure but it did not 
provide the records required for a day to day 
control of debtors (or for that matter of cash, 
although the physical contents of the chest obvi- 
ated the need for this). 

When Bristol introduced double-entry in 1785 
we know that it was accompanied by the intro- 
duction of capital valuations of rental and lease 
agreements and a statement showing the move- 
ment of funds over the year. Bristol was one of the 
wealthy boroughs and without difficulty could be 
classified as a capitalist body. Whether economic 
measures of income and wealth motivated the 
reform is only a matter for speculation; it is certain 
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that these valuations were relatively quickly dis- 
pensed with. 

In 1867, when parishes were for the first time 
uniformly required to adopt a double-entry sys- 
tem, an accompanying letter from the Poor Law 
Board explained that ratepayers had not received 
full information about their finances by publishing 
only a ‘receipts and expenditure’ statement (which 
meant receipts and payments). The problem was as 
the Board saw it that ‘they had no information as 
to the amount of outstanding liabilities’ (p. 125). 

Of course, the stewardship role of double-entry 
is much more easy to accept in local authorities 
(outside the wealthy boroughs) than it is in compa- 


` nies. Nevertheless, there is nothing in this review of 


accounting in the government of localities which 
suggests anything other than that double-entry was 
a better stewardship model than charge/discharge 
when organisations carried out a substantial num- 
ber of financial transactions involving debtors and 
creditors. As Baxter (1950. p. 32) once observed, 
‘the first and most fundamental reason for keeping 
accounts is to aid in remembering what we have 
trusted to our debtors’. Charge/discharge account- 
ing did precisely that since the steward was a 
debtor to the higher authority; but it was of limited 
use to the stewards themselves as their own credit 
transactions grew. Double-entry solved that prob- 
lem and was able to provide the necessary final 
accounts to render the charge/discharge account 
redundant. If its benefits exceeded the costs of 
acquiring the additional bookkeeping skills, how 
could it lose? Given time, it could not. 
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Generation in Accounting Systems 


W. Robert Knechel* 


Accounting systems consist of sequential pro- 
cessing, aggregation and ccntrol procedures de- 
signed accurately to record, summarise and report 
the impact of a firm’s transactions upon its 
financial state of affairs. Any such system is subject 
to processing breakdowns that may introduce 
errors into individual transactions. As these trans- 
actions are summarised and aggregated, their asso- 
ciated errors are also aggregated. Consequently, 
any processing errors denominated in money may 
introduce error into the accounts of the financial 
statements. 

The purpose of this paper is to develop a model 
of this error generation process. More specifically, 
an aggregate distribution of errors in account 
balances is derived as a function of the distribu- 
tions of individual processing errors. Such an error 
generation model and knowledge of the resulting 
error distributions would provide information use- 
ful in audit planning. An outgrowth of the model 
concerns the validity of the normal approximation 
of error distributions. This paper suggests that, 
under some circumstances, the normality assump- 
tion is consistent with recent empirical evidence 
(see Johnson, Leitch and Neter 1981). 


Auditor concern with transaction 
processing 


The auditor seeks to determine if reported 
account balances are free of material errors or 
misstatements by perform-ng and documenting a 
series of audit tests. As nart of these tests, the 
auditor routinely scrutintses the reliability and 
effectiveness of the accounting system since errors 
in the account balances often originate from errors 
in transaction processing. Consequently, it has 
been commonly recognised that an assessment of 
the accounting system and its controls is the first 
requisite in determining tne extent and nature of 
audit tests (SAS No. 1, AU 320.01). 

Recent professional pronouncements have 
emphasised the importanze of understanding the 


*The author thanks Louis E. Moore of the University of 
North Carolina, Chapel Hill and Dennis Wackerly and Ira 
Horowitz of the University of Florida for their help. 


interrelationship of error distributions and the 
error generation process. The AICPA’s ‘Report of 
the Special Advisory Committee on Internal 
Accounting Control’ and SAS No. 30 ‘Reporting 
on Internal Accounting Control’ both stressed the 
nature of the internal accounting control environ- 
ment and the identification of logically related 
transaction flows (transaction cycles). Guidelines 
were provided for the evaluation of individual and 
combined system weaknesses. SAS No. 30 (AU 
642.31-34) specifically directed that both individ- 
ual material weaknesses and combined immaterial . 
weaknesses be analysed for the range of possible 
errors or misstatements that might arise in account 
balances. 

This perspective is of special significance because 
it highlights the nature of accounting errors and 
requires the auditor to consider the amount and 
distribution of errors that can occur. This implies 
that error rates are not the only significant factor 
in evaluating system weaknesses. To apply these 
requirements, however, requires greater under- 
standing of the interface between processing re- 
hability and account balance accuracy. 

Few accounting researchers have attempted to 
relate system reliability directly to account balance 
accuracy. Burns and Loebbecke (1975) developed 
a computer simulation that generated the distribu- 
tion of errors in an account balance (i.e. raw 
material inventory) based on a limited set of 
potential processing errors with discrete distribu- 
tions. An alternative simulation approach was 
suggested by Knechel (1983, forthcoming). 

In related works, Grimlund (1977, 1982) and 
Felix and’ Grimlund: (1977) developed a more 
rigorous model of the relationship between system 
reliability and account balance accuracy. They 
modelled the accounting system as a two-state 
Markov process with uncertain parameters. Error 
rates were assumed to follow a composite beta 
distribution, and net error magnitudes were as- 
sumed to be normally distributed. Combining 
these assumptions, the distribution of errors in the 
account was derived to have the form of a beta- 
normal distribution. 

The beta-normal distribution is highly complex 
and may not be consistent with currently available 
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empirical evidence (Johnson et al., 1981), implying 
that further research is needed in this area. The 
purpose of this study is to derive a model of the 
error generation process based upon well-known 
elements of the underlying stochastic process and 
consistent with available empirical evidence. In the 
remainder of the paper, a conceptual and sto- 
chastic model of error generation is developed and 
used to derive the aggregate error distribution of 
an account balance. Then an illustrative applica- 
tion 1s provided and, finally, the implications of the 
model are discussed. 


A conceptual model of error generation 
and aggregation 


An accounting error can be defined as any 
discrepancy between the true value of a trans- 
action, as determined through the application of 
generally accepted accounting principles and 
management objectives, and the recorded value of 
a transaction, which is a function of the accounting 
system. In most cases, this difference will be zero 
if the accounting system comprises reasonably 
effective contro! procedures.’ If an error does exist 
in a transaction, it can be characterised by a 
number of descriptive attributes: (1) the trans- 
action and account balance affected, (2) the 
processing procedure where the error occurred, (3) 
the type of error, and (4) the amount of the error. 
The following subscripts and variables will be used 
to represent these attributes of transaction errors: 


i = identifies an account (i = 1,2,...,1); 

j = identifies a transaction (j = 1,2,...,J); 

k = identifies a processing procedure 

(= 1252.0) 6); 

r = identifies an error type (r = 1,2,...,R); 

Y= the correct value of transaction j in 
account i after it has passed through 
processing procedure k; 

Xj, = the recorded value of transaction j in ac- 
count į after it has passed through pro- 
cessing procedure k; 

€4, = the total uncorrected type r error in trans- 
action j in account i introduced during 
processing procedure k. 


Define epr ej, and e, to be partial sums’ that are 
derived from e,,. After any procedure in the 


eet 


'For the purposes of this paper, only unintentional errors 
and non-collusive irregularities are considered. Management 
override of control procedures is omitted from the analysis. 

Errors can either be netted or summed over their absolute 
values. From an auditor’s viewpoint, the former specification 
may be more relevant since offsetting errors within an account 
do not result in material financial statement errors. For 
auditors concerned with the reliability and integrity of the 
processing system, offsetting errors are informative and should 
not be ignored. For the purposes of this paper, errors will be 
netted. 
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process, ¢,, is the total error of type r in trans- 
action j: 


Cur = >, Cite (1.1) 
k 


The total error in account i introduced by trans- 
action j during a specific processing procedure k is 
represented by ez: 


(1.2) 


Furthermore, e, is related to Yọ and Xj, as 
follows: 


Eik, = (Yiz = X yx) i (Yin—n an X np) (1.3) 


Next, ej, defines the total error in a transaction 
after all K procedures. 


Êijk. Bk 3 Cer 
r 


(1.4) 


Finally, e; represents the total error in an account: 


ye... = yD, Ser = > Yin — », Xu (1.5) 
J i kr J J 


For simplicity, the dot notation will be dropped 
when the meaning is obvious (i.e. e;). 

This representation can be descriptively sum- 
marised as follows. Economic events that represent 
recordable transactions are identified and entered 
into the accounting system. These transactions 
have a true value of Y, and .an initial recorded 
value of Xp. The k-subscript can be suppressed in 
the true value (Y,) because anything affecting the 
true value of a transaction can be considered a 
new transaction. As the transaction is processed 
through the system, it passes through a series of 
processing procedures. Actions taken at each stage 
(subscript k) may introduce errors (of R different 
types) into the transaction. Monetary errors that 
remain uncorrected (e,,,) are eventually aggregated 
and reflected as an error in an account (e,). 


ey = > Cik. = $ Eir = djk Xi 
k r 


Stochastic components of the 
processing system 


The error generation process of an accounting 
system is often perceived to have two basic sto- 
chastic components: (i) the probability that errors 
occur, and (il) the conditional distribution of error 
magnitudes.? The former aspect reflects both the 
probability that an error occurs and the proba- 
bility that it remains undetected and uncorrected 
by control procedures.‘ 


paan 


3This coincides with the model first developed by Kaplan 
(1973). 

‘It is assumed that the internal control procedures are 
designed to detect and correct specific errors arising from 
specific processing procedures. Consequently, contro] pro- 
cedures reduce the probability that errors remain undetected. 
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Probability of Error Occurrence 


The probability that an error occurs and remains 
uncorrected is the complement of system re- 
liability. Consequently, a modified version of a 
system reliability model can be used to reflect the 
rate of occurrence of errcrs. To facilitate the 
analysis, P,, will be defined as the probability that 
an uncorrected type r error occurs in any trans- 
action as a result of processing procedure k (where 
r=1,2,...,R and k = 1,2,...,K). Mathematically, 
P,, = Pr {eig #0}. Consistert with reliability mod- 
els, this is assumed to be tne same for all trans- 
actions. 

A number of models have been proposed to help 
assessment of P,, or its complement (see Cushing, 
1974; Yu and Neter, 1973; Grimlund, 1977; Strat- 
ton, 1981; and Knechel, 1985). These models are 
based on specific simplifying assumptions. For 
example, Cushing (1974) assumed that error gener- 
ation is independent across error types, procedures 
and transactions. In contrast, the probability that 
an error occurs during a g:ven procedure may be 
dependent upon a number of factors. For example, 
P,, may be dependent upen the extent or size of 
error in a transaction when it enters a procedure 
(i.e., e). Yu and Neter (1973) and Grimlund 
(1977) modelled this type of dependence as a 
Markov process. Alternatively, Pąẹ may be de- 
pendent upon the system’s control procedures and 
their configuration. This type of dependence was 
also modeled by Yu and Meter and Grimlund and 
was considered by Soliman (1979) for at most two 
dependent procedures. Other forms of dependence 
have not been modelled by researchers but may be 
appropriate in accounting systems (see Bodnar, 
1975; Knechel, 1985). 

The determination of P,, will be affected by 
whatever error assumpticns are made about the 
interaction of the various processing and control 
procedures. The model ceveloped in this paper, 


however, is independent of the assumed form of 
these interactions once P,, has been specified. The 
remainder of this paper is based on the assumption 
that the various P,, parameters are independent of 
each other, but some interactions with control 
procedures may be incorporated in determining 
their value across levels of k and r. This assump- 
tion is no more restrictive than most independence 
assumptions used in reliability models because it 
allows a degree of interaction between the pro- 
cessing and control procedures which are the 
source of each error typ. 


Conditional Distribution of Error Magnitudes 


The general form for the distribution of error 
magnitudes is conditional upon the occurrence of 
an error. The magnituds of any single error is a 
function of a transaction’s recorded value, which is 
dependent upon the processing system itself, and 
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Figure 1 
CDF of system errors 
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its true value, which is assumed to have a known 
distribution across multiple transactions. 

It will be assumed that the maximal error is 
bounded above and below by Xj, and Y; re- 
spectively.” As a result, understatement errors are 
limited by the true value of the transaction so that 
the conditional density function is left-truncated at 
the point where the transaction is understated by 
its full true value (i.e. unrecorded). That is, 


Max { lewl\Xa < j= Y; (23) 


Similarly, overstatement errors are limited by the 
recorded value so that the conditional density 
function is right-truncated at the point where the 
transaction is overstated by its full recorded value. 
That is, 


(2.4) 


The conditional cumulative probability distribu- 
tion (cdf) for error magnitudes will be specified as 
FAX | ekr £ 0) = Pr {eigr < xX |e #0}. This repre- 
sents the probability that the magnitude of an un- 
corrected error of type r in transaction j in account 
i introduced during procedure k is less than x given 
that an error has occurred. In the next section, the 
specification of P,, and Fi,(% | €j # 0) will be com- 
bined to derive the unconditional cdf for epp. This 
function will be specified as F,,,(x). Additionally, 
F(x) and F(x) will be used in a similar manner to 
represent the unconditional distribution of e; and e; 
respectively. 

A graph of the general form of the unconditional 
distribution, F,,,(x), is shown in Figure 1. For 
illustrative purposes only, this graph assumes that 


y 


Max { | errr | \ Yy < Xa) = Xin 


There is one exception to this specification of errors. If the 
sign of a transaction is reversed, then the maximal error is 
twice the true value of the transaction. For example, if a credit 
entry is mistakenly recorded as a debit, the absolute value of 
the error introduced is the sum of the true value and the 
recorded value. This type of error may be explicitly included 
in the model by altering the definition of the error state space. 
This type of error can only occur by reversing debits and 
credits during posting steps in the accounting process. 
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the conditional cdf of e,, is truncated normal. 
Fy,(x) may be discontinuous at Y,, 0 and X. The 
left and right discontinuities are derived from the 
truncation of the conditional density function of 
egr. The height of the segments of OA and D1 are 
equal to the probability that a transaction is 100% 
over or understated. The height of the discon- 
tinuity at zero is equal to the probability that no 
error occurs or remains uncorrected during a par- 
ticular procedure, i.e. 1 — P,,. 


The aggregate distribution of 
processing errors 


The stochastic elements of the individual pro- 
cessing procedures provide a basis for deriving the 
aggregate distribution of errors in an account 
balance as a function of the elements of the 
processing system. The following analysis is based 
on the analytical techniques used to determine the 
distribution of the sum of independent random 
variables (Hogg and Craig, 1978). More 
specifically, the error distribution for a transaction 
is the distribution of the sum of K x R independent 
random variables with known distributions. 

To begin, define A to be a K x R matrix whose 
elements indicate the presence of a sequence of 
specific errors in a given transaction. More pre- 
cisely, let a,,= 1 if an uncorrected error of type r 
occurs in a transaction due to processing procedure 
k; otherwise, let a,, = 0. The matrix A will vary for 
each transaction going through the system. Define 


K R 
at= J Ya, 
k=ir=lł 
as the number of separate errors in each trans- 
action. A transaction which is error-free implies 
that a*=0 and the equivalent matrix will be 
denoted as A =Q. 

The total error in a transaction is conditional 
upon A, that is, the sequence of individual errors 
that occurs. Let the distribution of error in a 
specific transaction be denoted F,(x/A). The un- 
conditional distribution of total error in a trans- 
action for all possible values of A can be derived 
by relying upon the properties of independent 
conditional probabilities. Specifically, 


F(x) = 2 F(x |A)-f(A) (3.1) 


for any j where f(A) is the probability of obtaining 
the sequence of errors embodied in A. The ‘sum- 
mation over A’ is the summation over the 2*** 
matrices that represent all possible unique combi- 
nations of a,, e {0,1}. 

The right-hand side of (3.1) has two components 
which can be separately analysed. The latter com- 
ponent, f(A), is a function of P,, and a,, and may 
be properly computed by relying on the product 
rule of independent events. That is, 
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K R 

KA= [I TL Pet -PA G2 
given any sequence of individual errors and regard- 
less of their magnitude. The other component of 
(3.1) reflects the conditional distribution of error 
magnitudes and can incorporate any assumptions 
about the size of individual processing errors that 
are appropriate for the system. 

The auditor is ultimately interested in the distri- 
bution of error in an account. If account i consists 
of J homogeneous transactions that are processed 
independently (i.e. P,, is independent of j), then the 
unconditional distribution F,(x) will be the same 
for all transactions. 

The Central Limit Theorem can then be relied 
upon to derive a suitable approximation for F(x), 
since e; is the sum of independent and identically 
distributed random variables. It follows, therefore, 
that F(x) is approximately normal with mean of 
J: E(e,) and variance of J-V(e,), regardless of the 
assumed form of the individual conditional error 
distributions (see Meyer, 1970, pp. 247-52). It 
should be noted, however, that this is an approxi- 
mation since J is finite; larger values of J will yield 
more accurate approximations as F(x) converges 
to normality. The rate of convergence is examined 
in the next section. 


The Normal Model 


The computational complexity of F(x) depends 
upon the computational complexity of F,(x) and 
F(x | A). This complexity can be reduced by mak- 
ing some assumptions about the distributions of 
individual processing errors. One possible assump- 
tion is that the individual processing errors are 
conditionally normally distributed with known 
means and variances. If u,, and o2, are the mean 
and variance, respectively, of a type r error arising 
during procedure k, then F,(x|A) is normally 
distributed with a mean of 


K R 
> > Gkr Hkr 
k=} r=} 
and a variance of 
K R 
>, J Akr O her 
k=I r=1 
The formulae for computing F(x), E(e,) and V(e,) 
based on the normality assumption are provided 
in Appendix 2. The mean and variance of 
F{x}—which is always approximately normally 
distributed—are computed by multiplying E(e,) 
and V(e;,) by J. 


The Gamma Model 


One primary benefit is gained from assuming that 
the individual error magnitudes are generated from 
a normal process. Specifically, the individual error 
distributions can be summed to generate a distribu- 
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tion which is also normal. Other probability distri- 
butions have a similar additive property, however, 
and can be used in place of the normal distribution. 
The only effect of such a change would be reflected 
in F,{x|A), which would te based on whatever 
distrioutional assumption was chosen. 

The gamma distribution is one alternative that 
may be particularly interesting because it takes on 
significantly different forms for different param- 
eters. For example, the gamma distribution is 
uni-modal but can be highly skewed. Such an error 
pattern would be consistent with the empirical 
evidence reported by Johnson, Leitch and Neter 
(1981). 

The gamma density function is defined by:° 


ee ee 
A148) = Gay 2) 

where: (d — 1)! is the gamma function 
z>0 d,B >0 


Lower values of d cause the gamma distribution to 
be skewed to the left. Tke mean of the gamma 
distribution is computed as d/f and the variance as 
d/B*. Define d,, as the gamma parameter for error 
type r in procedure k. The sum of K x R gamma 
random variables with parameters d,, and scale 
factor B has a gamma distribution with parameters 


ma 2 d, and B. 


* The mean of F.{x|A_ based on the gamma 
distribution is computed as 


y > Ap Apy| P. 


k=l r=! 
The variance of ae = is computed as 


5 Yodel B. 

kewl r=1 
The formulae for computing F,{x), E(e,) and V (ey) 
based on the gamma distribution are provided in 
Appendix 2. As before, F(x) is normally distrib- 
uted with a mean and variance computed by 
multiplying E (e;) and F (e) by J 

To summarise, if a large number of relatively 

homogeneous transactions pass through an ac- 
counting system, the aggregate distribution of 
errors in an account is approximately normal due 
to the Central Limit Taeorem. Regardless of the 
assumptions made about individual conditional 
error distributions, the parameters of the aggregate 
normal distributions ar2 derived by computing the 
mean and variance of error in a single transaction 
and multiplying by the number of transactions in 
the account. Even when simplifying assumptions 
are used, however, the parameters of the aggregate 


‘The discussion of the gamma distribution ‘is based on 
results presented by Raiffa and Schlaifer (1961, pp 222-27). 
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normal distribution must be estimated using nu- 
merical or simulation techniques. The accuracy of 
such estimates are discussed below. 


An example 


To illustrate the above results, consider the 
shipping function of a typical revenue system 
which is depicted in Appendix 1. First, assume that 
the shipping function can be represented by two 
basic processing procedures: 


(i) preparation and release of goods for ship: 
ment (k = 1), 

(ii) preparation of shipment documentation, Le, 
completion of sales order and bill of lading 
(k = 2). 


Additionally, assume that two types of errors are 
of particular concern to the auditor: 


(i) incorrect quantities may be shipped (r = 1), 
(ii) incorrect quantities may be recorded for the 
shipment (r = 2). 


These errors would be reflected in the inventory 
and cost of sales accounts when aggregated. 


Error Distribution for Individual Transactions 


The first step in generating the aggregate error 
distribution is to determine the transaction error 
distribution as a function of the specified system 
parameters. The models presented in the previous 
section require the specification of P,,, Hp and a2, 
for the normal model, or P,,, d,, and $ for the 
gamma model. Given values for these parameters, 
simulation techniques were used to randomly gen- 
erate the amount of error in individual trans- 
actions based on the formulae in Appendix 2. This 
analysis yielded one observation of e, for each 
transaction. Multiple transactions were generated 
in order to derive F(x). 

To illustrate, the normal and gamma models 
were estimated using the following error rates (P,,): 


r=] rs 
Values of Pp: k=1 0.07 0.08 
k=2 0.04 0.10 


The parameters of the conditional gamma and 
normal distribution were then varied to examine 
their effect on F(x). Figures 2a and 2b illustrate 
the conditional error distribution for a transaction 
using different sets of input parameters for each 
model. Figure 2a is based on the normal model and 
Figure 2b is based on the gamma model. The 
probability that e; = 0 is 73.9% for all cases and is 
not plotted in the figures. 

The plotted distributions appear to be quite 
different in form. In Figure 2a, F(x) is bi-moda! 
with equal peaks at +25. Figure 2b slopes down- 
ward from zero with a small upward rise from 
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Figure 2a 
Plot of conditional transaction error distribution based on normal model 
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Figure 2b 
Plot of conditional transaction error distribution based on gamma model 
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Table 1 
Mean and variance of error distributions 


Fi(x)* Fix)" 


Standard Standard 


Figure Model Mean Deviation Mean Deviation 


191.06 
$00.37 
489.58 
383.58 
403.60 
252.60 
9.387 19.971 9387 631.54 
3.582 8.531 3582 269.77 


*Based on numerical appzoximation to formu- 
lae in Appendix 2. 

**Expected (predicted) value based on 1000 
transactions in each accourt. 


2.088 
V92 
1.386 
0.415 
5.294 
3.754 


6.042 
15.823 
15.482 
12.130 
12.763 

7.988 


2088 
1792 
1386 

415 
5294 
3754 


Normal 
Normal 
Normal 
Normal 
Gamma 
Gamma 
Gamma 
2b Gamma 


12 to 24. This result occurs because some of the 
d,, are small while others are large. The mean 
and variance of F,{x) for a number of simulated 
distributions are listed in Table 1. 


Aggregate Error Distribution 


The results pertaining to transaction errors were 
then used to examine the zeggregate unconditional 
error distribution, F(x). Using the data and for- 
mulae underlying the normal and gamma models, 
1000 observations of e; were randomly generated 
so as to estimate F(x). The resulting aggregate 
distribution is shown in Figure 3 for one normal 
case. The analysis in the previous section indicated 
that such distributions wif approach normality as 


Figure 3. 
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the number of transactions in the account in- 
creases. The Kolmogorov-Smirnov One Sample 
test statistic was computed in order to determine if 
1000 transactions were enough to ensure con- 
vergence to normality. The hypothesis of nor- 
mality could not be rejected at the 15% significance 
level. This result is consistent with the analytical 
development of the model and occurs despite the 
quite different underlying error distributions of the 
normal and gamma cases. Furthermore, the actual 
sample mean and standard deviation of the 1000 
observations was quite close to the prediction listed 
in Table 1 and shown below: 


Standard 


Mean Deviation 
Case Expected Actual Expected Actual 
Normal 415 414.87 383.58 389.76 
Gamma 3582 3581.86 269.77 267.03 


Although these results only apply to a limited 
situation, they support the results of the general 
model and imply that the Central Limit Theorem 
is appropriate for approximating aggregate error 
distributions when J is sufficiently large. 


Discussion 


Error Assumptions versus Empirical Evidence 


One of the motivations for this paper was to 
show that the empirical evidence reported by John- 
son, Leitch and Neter (1981) (JLN hereafter) does 
not necessarily imply that normality assumptions 
are inappropriate or unusable for modelling 
accounting error distributions. The well-known 
properties of the normal distribution ease the 


Plot of aggregate errer distribution derived from normal case. (Based on 1000 observations) 
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computational complexity of any model and it 
would be desirable to determine if the assumption 
that errors are normally distributed is valid and/or 
robust. At first glance, it would seem that the 
evidence reported by JLN invalidates this assump- 
tion. JLN examined error distributions occurring 
in actual audit samples for accounts receivable and 
inventory and found that the distributions tended 
to be skewed and distinctly non-normal. Their 
results must be carefully interpreted with respect to 
the model presented in this paper, however, since 
their observations were based on the conditional 
distribution of transaction errors (i.e. F(x |e; # 0)) 
rather than conditional distributions of individual 
processing errors (Fiz,(X |€ # 9)). 

The model developed in this paper starts with 
the assumption that individual conditional error 
distributions are either normal or gamma. These 
distributions are less aggregated than the distribu- 
tions reported by JLN and thus the evidence is not 
directly applicable and does not invalidate the 
use of normal or gamma distributions for 
F(X | Cyt, ¥ 0). 

At an intermediate level of aggregation in the 
model, individual errors were aggregated by trans- 
action to obtain F,(x) and F(x |\e,,#0). The 
latter is directly comparable to the empirical evi- 
dence reported by JLN. As was seen in Figures 2a 
and 2b, the conditional distribution of transaction 
errors was non-normal and took on widely 
different forms even if the underlying individual 
errors were conditionally normally distributed. 
This is not inconsistent with the results reported by 
JLN and, conceivably, the forms of F(x |e; # 0) 
would resemble those reported by JLN if different 
input parameters were used in the model. 

Finally, transaction errors were aggregated in 
the model to obtain the total error in the account. 
The distribution of e, was normal because the 
transactions were assumed to be homogeneous and 
independent. The empirical evidence of JLN does 
not apply to this level of aggregation because the 
observations were generated from different popu- 
lations (companies), even though they were taken 
from the same account. Consequently, the obser- 
vations were generated by different stochastic 
processes (i.e, accounting systems) and were not 
identically distributed. Although the Central Limit 
Theorem also applies to the sum of non-identically 
distributed variables, convergence to normality is 
slower and would not be seen in the few obser- 
vations obtained by JLN.’ 

In summary, it can be seen that the error gener- 
ation model presented in this paper is consistent 
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7JLN presented evidence based on 55 accounts receivable 
audits and 26 inventory audits. Therefore, at best, they had 
55 observations of e; for accounts receivable and 26 obser- 
vations for inventory. Each observation of e, was the result 
of a different stochastic process. 
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with the available empirical evidence. Further- 
more, the error distributions that were considered 
are of a known and well-behaved form. More 
research is needed in this area because the evidence 
is limited and based only on discovered errors. A 
sampling bias exists because undiscovered errors 
are outside the sampling frame. Consequently, it 
may not be possible to build a strong case in 
support of a particular distributional form at the 
ageregate error level, but an error generation 
model such as that presented in this paper has the 
advantage of being partially validated by existing 
evidence. 


Interface with the Audit Process 


Many accounting researchers have attempted to 
develop integrated models of the audit process (see 
Kinney, 1983). The primary difficulty of devel- 
oping such models is the need to specify the rules 
for combining evidence from various sources so as 
to arrive at an overall decision. An error gener- 
ation model and the assessment procedure for F(x) 
could provide a useful framework for improving 
and expanding integrative audit models. A com- — 
plete discussion or development of such a model is 
beyond the scope of this paper. Nevertheless, the 
audit process can be depicted as an attempt to 
obtain an accurate and acceptable estimate of F(x) 
which will provide a basis for prosposing audit 
adjustments. 

Evidence from many phases of the audit directly 
pertain to the estimation of F(x). During the 
review, evaluation and testing of internal control, 
the auditor obtains initial estimates of the model 
parameters P,,, He and gł, (or d, and $). These 
estimates are derived from the information con- 
tained in system flowcharts, client and auditor 
subjective estimates, and compliance test results. 
The estimates can then be inserted into either the 
normal or gamma model in order to generate F(x). 

Subsequent audit tests may provide evidence 
that will cause the auditor to revise the parameter 
estimates and thus lead to a revision of the aggre- 
gate error distribution. Different types of substan- 
tive tests provide different information about the 
error generation process. The analysis of regression 
residuals in analytical review allows the auditor to 
examine directly the estimated location of specific 
percentiles in the error distribution, i.e. percentiles 
of F{x). Some tests of transactions provide evi- 
dence concerning transaction errors without di- 
rectly determining the source of an error, i.e. 
confirmations of receivables. Finally, some tests of 
details and dual purpose attribute tests provide 
direct evidence concerning the model’s parameters | 
for different error types, i.e. inventory pricing 
compliance tests. 

Since audit evidence comes from many sources, 
the implied error distribution based on each piece 
of evidence may, be different and possibly even 
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contradictory. The auditor must combine all the 
available evidence into one estimate of F(x). Con- 
sequently, an integrative model of the audit process 
must provide guidelines for reconciling different 
parameter estimates from diferent audit tests. 
Such an integrative modzl has not yet been 
developed, although a model by Felix and Grim- 
lund (1977) has some of the factors incorporated in 
the error generation model. A new model should 
concentrate on the revision cf parameter estimates 
that determine the overall normal error distribu- 
tion. Such an approach world provide a basis for 
integrating evidence from diverse audit tests. 


Summary and conclusions 


This paper has presented a possible model of the 
error generation process inherent in accounting 
processing systems. The agzregate distribution of 
errors in an account balance was derived as a 
function of the individual distributions of pro- 
cessing errors. The critical assumptions upon 
which the model was basec were (1) the indepen- 
dence of errors and (2) the additive property of 
certain continuous probabifty distributions. It was 
shown that, if an account consists of a large 


Appendix 1 









Goods Select 
available Yes items to 
be shipped 
No 
Hold 
Sales 
Order 


Control Procedures: 


1. Shipments are counted twice to make sure they 
agree with the sales order. 

2. An open order file is maintained in the stock 
room and revised periodically for items that 
have not been shipped promptly. | 

3. Completed sales orders and related bills of 
lading are batched by the shipping de- 
partment. The total quantities shipped per the 
completed sales orders are compared to the 
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number of homogeneous and independent trans- 
actions, then the aggregate distribution of error in 
an account can be represented by a normal distri- 
bution. The parameters of the normal distribution 
are derived by computing the mean and variance 
of error in a single transaction and multiplying by 
the number of transactions in the account. Al- 
though the normality result may seem counter- 
intuitive at first, the assumption of homogeneity of 
transactions is critical and can be induced through 
stratification, since it is already known that 
stratification makes the normality assumption in 
statistical sampling more tenable. 

Future research is needed to determine if the 
proposed model is reasonable and robust. Empir- 
ical research into the form of actual error distribu- 
tions might aid in identifying common forms of 
distribution that could be relied upon to reduce the 
difficulties of specifying many parameters. Further- 
more, empirical research might help to assess the 
robustness of the model’s assumptions. Finally, 
further behavioural research is needed in the area 
of control system design and individual (human) 
component reliability. Such research would either 
lend support to reliability modelling or dictate the 
need for new approaches to this problem. 


Prepare bill 


Complete 
Sales 
Order 


of lading 





Release 
Goods to 


Carrier 





total quantities shipped per the bills of lading 
assuring that every sales order is supported by 
a bill of lading. 


Potential errors: 


1. Order may be forgotten or shipped late. 
2. Incorrect items or quantities may be selected 
for the shipment. 
3. Errors involving the bill of lading: 
(ay Incorrect inventory items or quantities 
may be recorded. | 
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(b) Incorrect customer or address may be 
listed. 
4. Incorrect quantities may be entered on the 
sales order as having been shipped. 


Appendix 2 


The distribution of error in an account, F(x), 
was shown to be a function of F(x | A) and F(A). 
The latter is best represented by the multi-nomial 
distribution, but F,(x|A) can be based on any 
desired distributional form. Computational com- 
plexities may be extreme, however, if restrictions 
are not placed on F,(x|A). The purpose of this 
Appendix is to generate exact formulae for deter- 
mining F(x) under two sets of assumptions: 


(i) Fine lex £0) are normal with known 
parameters p,, and 03, 

(ii) Fig Ax ler #0) are gamma with known 
parameters d,, and $. 


The Normal Distribution 


Let the transaction processing system consist of 
K independent processing procedures. Each pro- 
cessing procedure is assumed to be stochastically 
governed by the error parameters defined in the 
third section of the paper. Further, assume that the 
conditional distribution of error magnitudes is 
governed by a normal process. 

Define U and V as K x R matrices whose ele- 
ments are the parameters of the normal distribu- 
tions which govern the magnitude of errors. 
Specifically, define gą as the mean error of type r 
arising during procedure k and define oł, as the 
variance of a type r error arising during procedure 
k. 

The unconditional distribution of error in trans- 
action j of account 7 is a multi-nomial mixture of 
normal distributions of the following form: 


Fax) a> figi TL [Pe'e (1 — Pe) ~ “l Fx |A) 


l r=1 


where: 


1 if the transaction has an uncorrected 
typer error frorn processing procedure k 
0 otherwise 


dkr = 


x — È È Gur Har 


|È, 2 kr Okr 
k r 
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and Z is a standardised normal random deviate 
with a mean of zero and a variance of one. 


F(x|A)=Pr|Z< 
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The expectation and variance of error in a 
transaction are; 


E(e;) = > TT I ea (l = Py) “i 


kKeilr= 


x 5 Ş Bp kp 


kalr=i 


K R 
V (ej) = - iI [I Peds ray 
R 


x 2 by Ly T kr 


=lr=] 
The Gamma Distribution 


Let the transaction processing system consist of 
K independent processing procedures. Each pro- 
cessing procedure is assumed to be stochastically 
governed by the previously defined error param- 
eters. Further, assume that the conditional distri- 
bution of error magnitudes is governed by a 
gamma distribution with parameters d,, and B. The 
K xR matrix D will be used to represent the 
parameters of the gamma process. 

The unconditional distribution of error in trans- 
action j of account 7 is a multi-nomial mixture of 
gamma distributions of the following form: 


F(x) =). PHIL i [Pu (1 P,) " 
x F(x |A) 
where a, is as previously defined, 
F(x |A)= Priz spx > ade) 
k r 


x >0 
= lo x<0 


and Z is a standardised gamma random deviate. 
The mean and variance of error in a transaction 
is computed as: 


E(e;) = 3 1H II [Pp (1 — D 
K R 
x » > (ardid B ) 


kAztr=! 
K R 
V(e;) = 2 iI II [Pe (1 — agma 
Kii K R 
x 2 2 (akrdyf B *) 
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The Functional Specification of Financial 


Ratios: An Empirical 


Examination 


Bill McDonald and Michael H. Morris 


Introduction 


Ratios are so inveterate in financial analysis that 
their functional specification is rarely tested for its 
methodological validity. Although the intent of 
ratio analysis is reasonably mtuitive, the financial 
ratio has virtually no theoret:cal or empirical foun- 
dation. Only recently have studies surfaced that 
address the methdological assumptions implicit in 
the use of financial ratios (e.g. Lev and Sunder, 
1979, or Whittington, 1980} Traditionally, ratios 
were applied by the practiticner to compare a firm 
with an industry norm. Witt little justification, the 


approach has been extended to research applica- | 


tions that frequently incorporate heterogeneous 
cross-sections. 

This study accepts ratio analysis as an ad hoc 
method and empirically examines the ex post valid- 
ity of the ratio specificat.on. Using maximum 
likelihood techniques, a serizs of regression models 
is applied to test the ratio specification. The 
method is first compared zo the frequently pro- 
posed alternative of a bivanate regression. A gen- 
eralised model is then estimated to test the assump- 
tions implicit in the ratio method. 

Two samples are considered, one representing 
a diverse cross-section, another representing a 
homogeneous industry. These samples provide a 
parallel with previous applications of ratio anal- 
ysis, where in some cases a heterogeneous group of 
firms is considered, and in other cases only similar 
firms are compared. 


The ratio method 


Previous empirical research on the ratio of two 
financial variables has concentrated on the distri- 
butional characteristics cf ratios (e.g. Deakin, 
1976). The results indicate the presence of non- 
normalities in applications to heterogeneous 
samples. The studies go on to emphasise that in 
many applications the normality of the ratio is not 
critical (e.g., when the ratio is an independent 
variable in a regression). It is important to realise 
that there are a number cf methodological issues, 
beyond normality, implicit in the functional 
specification of a financial ratio. 


The basic ratio method can be generally stated 
as: : 


Y/X,=6 + E; (1) 


where Y, and X, are the financial variables of 
interest, ð is the industry norm, and ¢, is the 
measure of conformity to the industry norm. The 
assumptions implicit in this functional 
specification that are investigated in this study are: 


(1) the exclusion of an intercept term; 


(2) proportionality, and 
(3) linearity. 


The exclusion of an intercept term was discussed 
in some detail by Whittington (1980). He suggests 
that the omission of an intercept could be the 
source of nonnormalities that have been observed 
in financial ratios. This study investigates the 
significance of the intercept in the relationship 
between two financial variables. 

The assumption of proportionality is made ap- 
parent by restating equation (1) in the following 
manner: 


Y;= 0X, + e7 
e = 6:X; 


This form reveals the implicit assumption that the 
error term is proportional to X;. The proportional 
model implies a heteroscedastic form where 
c? =0°X?. Also note that, because. of the error 
structure, the estimate of 6 in equation (2) is not 
equivalent to a simple zero-intercept bivariate re- 
gression. (The ratio method estimates 6 as 
X( Y,/X,)/N, whereas the no-intercept OLS estimate 
of 6 is X(X,Y)/ZX?. For cases where the zero- 
intercept assumption is appropriate, the latter esti- 
mate simplifies to Y/X.) 

The linearity assumption of the ratio method 
restricts the functional form of the structural 
relationship to.a simple linear model.’ As discussed 
in Lev and Sunder (1979), there is little a priori 
justification for this assumption. 


(2) 


‘McDonald and Morris (1984) unnecessarily restricted the 
form of the relationship between the two variables to be linear. 
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Other methodological issues associated with the 
ratio method, such as omitted variables or errors 
in variables, are more difficult to test directly. 
However, these issues will be addressed to the 
extent possible in the results section. 


Models to be tested 


The empirical validity of the assumptions implied 
by the ratio method is analysed in a regression 
context. The relevant parameters are estimated 
using maximum likelthood techniques. Since there 
is some concern about the assumption of normality 
in ratio applications, distributional measures are 
reported for each model in the results section. 
Three models are estimated: 


(1) a simple bivariate regression of X, on Y; 

(2) a heteroscedastic regression specification anal- 
ogous to the simple ratio method of equation 
(2); and 

(3) an extension of the simple ratio model to allow 
for both an intercept term and a generalised 
functional form. i 


A number of authors (see Barnes, 1982 or 
Whittington, 1980) have suggested that the simple 
ratio should be replaced by a bivariate regression, 
thus allowing for an intercept term. The statistical 
model, labeled REG, is:? 


REG: y= X + ô, X; + E&i 


where Var (e) = 0°. 


(3) 


Note that, as previously discussed, the estimate of 
ô, in this case is not equivalent to the estimate of 
ô in equation (2) (even when a, = 0). 

The simple ratio method of equation (2) can be 
expressed in an analogous regression format as a 
heteroscedastic process, with the proportional 
model (PRO), defined as: 


PRO: Y, = 6,X;+ ef 


where Var (e*) = o° X?. 

The maximum likelihood estimate of 6, is equiv- 
alent to the ratio method (i.e., 6, = X(Y;,/X)/N and 
the variance is proportional to X°). 

The issues of a non-zero intercept, propor- 
tionality and linearity can be empirically tested by 
extending equation (4) to include an intercept term 
and a functional form transformation. The 
specification for this model, labelled GFF, is: 


GFF: y® = A + ĝ, X” $ e* 


where Var (e*) = 07X? 
and X® is a Box-Cox transformation (see Box and 


(4) 


(5) 


*The likelihood functions used to estimate each specification 
are presented in the Appendix. 
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Cox, 1964), defined as: 
(X* — 1)/4 A #0 
G) 6 
i l In X A=0 (6) 


Note that the PRO and GFF models are equiv- 
alent when g, = 0 and 4 =1 in equation (5). The 
necessity of including an intercept term in the 


‘relationship can be tested by observing the 


significance of a,. Applications of the functional 
form method to financial models can be found in 
Lee (1976, 1977). The implicit assumption of lin- 
earity in ratio analysis requires the relationship 
between the two financial variables to be the same 
regardless of the level of the variables. There is 
little reason to believe that the ratio relationship is 
the same regardless of the size of the firm. The 
functional form method allows this assumption to 
be explicitly tested. The extension of the functional 
form model to include a heteroscedastic process 
can be found in Lahiri and Egy (1981). 

The functional form parameter allows a number 
of specification errors to be tested. The Box-Cox 
transformation attempts to correct simultaneously 
for nonlinearities, nonnormalities, and non- 
constant variance. The correction for non- 
normalities is apparent from the form of the 
transformation, which is rich enough to include 
certain power, logarithmic and reciprocal trans- 
formations. The ability of the transformation to 
also correct for heteroscedastic variances and non- 
normalities is detailed in Zarembka (1974). Thus, 
the appropriateness of the linearity and hetero- 
scedastic form of the ratio method, in addition to 
the specification that provides the most nearly 
normal error process, can be examined by testing 
the hypothesis that 2 = 1. A joint test of a, = 0 and 
A = 1 is also considered using the likelihood ratio 
test. 

The likelihood functions (see Appendix) are 
maximised using nonlinear optimisation routines. 
Asymptotic standard errors are estimated from the 
Cramer-Rao lower bound. Spitzer (1978) has 
found these approximations to be ‘excellent’ esti- 
mates of the actual values in similar applications. 


Sample 


In an attempt to parallel the diverse applications of 
the ratio method, two separate samples of firms are 
analysed. The first sample subset corresponds to 
ratio analysis in its traditional setting—a cross- 
sectional comparison of firms from a single ho- 
mogeneous industry. The utility industry was se- 
lected to represent this group since it is considered 
relatively homogeneous and it is the only industry 
with a sufficient number of observations to facili- 
tate the estimation method. Using these criteria, 
115 utilities were included in the first sample 
subset. . 
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Table 1 
Financial Ratios 
Category 


Ratio Abbreviation 


Current Assets 


Aset 
ai Sales 


iUurnover 


CA/S 


Current Assets 
Current Liabilities 


Liquidity CA/CL 
Cash Flow? 
Total D=2bt 


Total D2bt 
Total Assets 


Cash Flow in this ratio is defined to be the sum 
of Net Income before Extraordinary Items and 
Cepreciation Expense. 


Profitability CF/TD 


Debt TD/TA 


The second sample is developed to analyse the 
use of the ratio method in certain research applica- 
tions with a heterogeneous group of securities. To 
avoid cross-sectional deperdencies associated with 
common industry effects, one firm was randomly 
selected from each four-digit SIC classification.’ 
This process provided a sample of similar size to 
the first group. The resultir.g sample for the second 
subset contained 120 observations. 

The data for each firm are taken from the 
COMPUSTAT tapes for the year 1979.* The anal- 
ysis examines four ratios which have been in- 
vestigated in recent studies (see Deakin, 1976). 
Each financial ratio emplcyed in this study repre- 
sents a category of ratios common to many appli- 
cations, including turnover, liquidity, profitability 
and debt. A list of the ratios appears in Table 1. 

The Box-Cox transformation requires the vari- 
ables to be strictly positiv2, a restriction that only 
affects the profitability ratio. In the utility sample, 
none of the firms had a negative value for the 
profitability ratio, and on_y seven firms were elim- 
inated in the second subsample. Even without this 
restriction there is some question as to the efficacy 
of negative ratios (see Lev and Sunder, 1979). 


Results 


Each of the three models—the bivariate regression 
(REG), the specification identical to the ratio 
method (PRO), and the generalised functional 
form model (GFF)—is examined in the context of 


3Financial institutions were eliminated from the population 
te conform with most applications of ratios in heterogeneous 
samples. 

‘The complexity of the es:imation method and computer 
resource constraints prevented the use of a more exhaustive 
time series in this initial stucy. Similarly, the infinite variety 
of financial ratios was limited to a representative cross-section. 


A.B.R. 15/59--E 
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each of the two sample subsets. The utility sample 
is considered first, followed by the cross-industry 
analysis and a general discussion of other possible 
specification errors. 


Utility Subsample 


Parameter estimates for the utility sample ap- 
pear in Table 2. Skewness and kurtosis for each 
residual series are measured using Fishers g- 
statistics. A Kolmogorov-Smirnov (KS) D-value is 
also reported, which tests the null hypothesis that 
the residuals are normal. Significance tests are at 
the 0.05 level, unless otherwise noted. 

The simple bivariate regression model (REG), 
has a significant intercept term for two of the four 
ratios analysed. (Aithough the significance levels 
are robust with respect to reasonable non- 
normalities, the tests for the REG model must be 
considered somewhat tentative, given the extent of 
nonnormalities observed.) The estimate of 6 does 
not differ substantially from the estimate provided 
by the ratio method in any of the four ratios. A 
direct comparison of the REG and PRO model is 
difficult since neither corresponds to a restricted 
form with respect to the other. The distributional 
measures, however, suggest that substantial non- 
normalities occur in the REG application. Pre- 
dominant in this aberration is the high level of 
kurtosis in each of the ratios tested. This character- 
istic would be expected if the ratios consist of a 
series of normal variables with heteroscedastic 
variances (see Praetz, 1972). Subsequent tests of 
the REG residuals using the Goldfeld-Quandt test 
(see Goldfeld and Quandt, 1976) indicated that 
there was significant heteroscedasticity at the 0.01 
level in each of the REG models. From these 
results it would appear that the simple regression 
alternative proposed by Barnes (1982) and others, 
is not an appropriate specification. 

The PRO model, which is identical to the ratio 
method, provides a substantial improvement in the 
distributional measures for each ratio. Using the 
KS test, the assumption of normality cannot be 
rejected for any of the ratios. The residuals of this 
model do not exhibit significant heteroscedasticity 
at the 0.10 level. In summary, the heteroscedastic 
form of the ratio method appears to provide 
substantial improvement over the simple re- 
gression. 

As previously discussed, the generalised model 
(GFF) corresponds to the ratio model when «, = 0 
and A = 1. This joint hypothesis can be examined 
using the likelihood ratio test. Under general con- 
ditions, In L, — In L is distributed as a 5y{, where 
L, is the likelihood value of the constrained model 
(PRO), L, is the unconstrained model (GFF), and 
ris the number of parameters for which L, specifies 
given values (r = 2 in this case). The x” value for 
two degrees of freedom at the 0.05 level is approx- 
imately 3. The likelihood ratio test did not indicate 
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Table 2 
Utility Subsample* 












Distributional 
Parameters Statistics 
Model InL* Oo Ô À Skewness Kurtosis KS? 


0.305 


(N = 115) (—5.12) (46.13) (3.35) (24.65) 
PRO —515.28 = 0.263 Be 0.154 —0.204 0.088 
(46.90) (—0.67) (—0.44) 
0.245 


(15.75) 


0.115 
(N = 115) (2.21) (45.32) (1.87) (8.61) 
PRO —460.48 = 0.129 a 0.686 0.479 0.104 
(52.41) (2.98) (1.04) 
0.110 
(8.83) 


0.533 


(N = 115) (—1.23) (115.30) (1.20) (16.24) 
PRO —592.11 = 0.524 ag 0.104 —0.024 0.062 
(123.92) (0.45) (—0.05) 
0.496 


(29.34) 
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"t-statistics (for testing whether the parameter = 0) appear in parentheses. Critical value for « = 0.05 is 1.96. 
*Max-D value for KS test is reported. Critical value for « = 0.05 is 0.12. 
“Comparison of the GFF and PRO specifications is made using the likelihood ratio test. The difference in 


the likelihood values is distributed as a y*. The y? value is then a function of the number of constrained 
parameters, with a critical value at the 0.05 level of 3.0. 





a significant difference between the simple ratio 
specification and the generalised model for any of 
the four ratios. Only for the profitability ratio did 
the individual t-test indicate a significant intercept 
term. (However, as previously noted, the joint 
hypothesis of «,=0 and A =1 could not be rte- 
jected.) In all other cases the individual t-statistics 
indicated that «, was not significant and å was not 
significantly different from 1. (Note that the t- 
statistic reported in the Tables tests the hypothesis 
that A = 0. Confidence intervals were established to 
test the hypothesis that 4 = 1.) The generalised 
model also provided little notable improvement 
over the simple ratio method with respect to the 
distributional measures. 

In summary, empirical tests of the various as- 
sumptions implicit in the ratio method provide 
strong support for the form of the ratio 
specification in its traditional application—the 
comparison of firms within a homogeneous group. 
Comparison with a generalised model suggests that 
the simple ratio method is. robúst with respect to 


its exclusion of an intercept term, its linear form, 
its heteroscedastic form, and its ability to generate 
approximately normal residuals. 


Cross-industry Subsample 


The ratio method has also been applied in 
cross-sectional analyses of heterogeneous groups. 
A cross-industry sample subset is tested to deter- 
mine the validity of the assumptions of ratio 
analysis in this type of application. Parameter 
estimates for each of the same ratios and models 
tested in the previous subsample are presented in 
Table 3. 

For the simple bivariate regression model 
(REG), the intercept term is significant in three of 
the four ratios tested. Once again, the statistical 
tests for this model must be considered somewhat 
descriptive given the severe nonnormalities ob- 
served in the residuals. 

In this subsample, the ratio specification (PRO) 
did not provide the improvement previously ob- 
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Table 3 
Cross-Industry Subsample* 


Distributional 


Parameters Statistics 


Model InL‘ 


— 824.53 


Skewness Kurtosis 


122.48 
(5.62) 
— 628.03 os 
—615.44 4.177 
(2.47) 


155.920 0.648 
(3.63) (470.39) 
= 0.538 
(21.15) 
1.888 
(19.92) 


0.236 
(237.89) 
0.229 
(12.28) 
0.265 
(9.10) 


0.442 


8.527 
(4.99) 


— 616.44. 8.721 


(18.92) 
36.811 
(79.87) 
27.416 
(59.49) 


22.167 


—311.37 


— 508.48 


—711A8 24.299 3.472 


— 616.71 


— 587 04 


(3.63) 


enone 


4,252 
(2.32) 


(470.39) 


0.538 


(29.55) 


0.384 


(19.73) 


1.308 
(19.73) 


(15.53) 
4.178 
(18.68) 
1.290 
(5.77) 


(50.91) 
31.763 
(71.02) 
6.372 
(14.25) 


“t-statistics (for testing wh2ther the parameter = 0) appear in parentheses. Critical value for æ = 0.05 is 1.96. 

ÞMax-D value for KS is -eported. Critical value for « = 0.05 is 0.12. 

‘Comparison of the GFF and PRO specifications is made using the likelihood ratio test. The difference in 
the likelihood values is distributed as a 77. The y? value is then a function of the number of constrained 
parameters, with a critical value at the 0.05 level of 3.0. 


served. The distributional measures in this case did 
not indicate a unilateral -mprovement over the 
REG model. There were also substantial 
differences between the REG and PRO estimates 
of 6. 

Comparison of the ratio specification with 
the generalised model using the likelihood ratio 
test indicated a significant difference between the 
models for three of the four ratios at the 0.05 
level and all four of the ratios at the 0.10 level. 
The individual parameter estimates indicated the 
presence of a significant intercept term in each 
case. The transformation parameter is also 
significantly different from a simple linear 
specification for each ratio The direct estimates of 
À, however, suggest that tne linear model (A = 1) 
would be a better functional approximation than a 
square root (A = 0.5) or logarithmic (A = 0) trans- 
formation. | 

Given that the distributional characteristics are 
expected to differ substartially across industries, 
the results for this sample are not unexpected. The 





simple ratio method is not sufficiently robust to be 
extended to a sample with these properties. 


Additional Specification Tests 


Two other structural assumptions implicit in the 
ratio method that previously have been ques- 
tioned, are the problems of omitted variables and 
errors-in-variables. Although not specifically tested 
for in the previous models, the results do provide 
information on these topics. 

The R? is not reported for each of the models 
since the calculation and interpretation vary be- 
tween a no-intercept and heteroscedastic model. 
The R? for the simple bivariate regression, and 
more generally the correlation between the ob- 
served and predicted values for each model, was 
greater than 0.9 in all cases for each sample. The 
magnitude of this measure suggests that the single 
independent variable in each case provides a rea- 
sonably exhaustive specification. 

Since the independent variable in each model is 
taken from accounting data, it can be argued that 
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there is measurement error, thus biasing the esti- 
mated parameters. The extent of this bias can be 
calculated and is a function of the R’. We can 
reasonably assume the measurement error in X 
would be, at most, the same as the error in Y, in 
which case the bias is given by: 


= 7[6 — (6/R’)] (7) 


For the parameter estimates in this study, the bias 
in estimating 6 would never exceed 5 per cent. This 
result would suggest that the errors in variables 
problem is not critical (especially when the com- 
plexity of the errors-in-variables estimation pro- 
cedure is considered). 


Conclusions 


Tradition and convenience have made the ratio of 
two financial variables an appealing means of 
analysing financial data. Frequently the meth- 
odological assumptions implicit in the ratio 
specification are overlooked. 

The empirical tests of the assumptions of the 
ratio method for the time period and ratios anal- 
ysed in this study provide support for the empirical 
form of the ratio specification in its traditional 
application, namely, intra-industry financial anal- 
ysis. A more general model that included a number 
of remedial properties did not provide any 
significant improvement over the simple ratio 
method. 

The extension of the ratio method to hetero- 
geneous samples was not supported. The re- 
lationship between the two variables in this case 
suggested a need for a more general specification. 
This result is more likely attributable to the distri- 
butional heterogeneity occurring across industry 
groupings. The initial conclusions supporting tra- 
ditional ratio analysis are promising. However, 
since the intra-industry tests of this study were 
limited to a single, regulated industry, additional 
time series, industries, and ratios must be examined 
before the results can be generalised. In summary, 
the results suggest that the assumptions implicit in 
ratio applications are tenuous and must be exam- 
ined before subsequent conclusions based on the 
ratios can be made. 


Appendix 


Each of the statistical models tested is estimated 
using maximum likelihood methods. The log- 
likelihood function for the bivariate regression 
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(REG) of equation (3) is given by: 
REG: Inl = —(N/2) In(2x) — (N /2)lno? 


LE[Y,—@ + ô X) 
ae Tae 
The log-likelihood function for the proportional 
model (PRO) of equation (4) is given by: 
PRO: InL = —(N/2)in(2x) — $=In(o2X?) 
2 
oe ee ? 
The log-likelihood function for the fully gener- 
a specification (GFF) of equation (5) is given 
y: 
GFF: In = —(N/2) lar) — $ Zin(o?X?) 
[YP — (a, + ô XON 
“2 a*X? 
where J is the Jacobian of the transformation of Y 
to Y®, given in logarithmic form by: 
(A — 1)zInyY; 


(A-1) 


(A-2) 


+J (A-3) 


(A-4) 
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Werner Sombart’s ‘Der moderne 
Kapitalismus’: An Apotheosis of 
Double-Entry Accounting? 


Roger J. Lister 


Werner Sombart’s hypothesis (1902) concerning 
the propulsive effect of double-entry accounting 
(DEA) towards the evolu-ion of capitalism has 
been variously praised and emulated, contested 
and derided (e.g. Weber, 1904, 1905; Robertson, 
1939; Yamey, 1949, 1964; Winjum, 1972) since its 
appearance. Despite such disparate estimation, 
scholars are substantially in agreement that the 
Sombart hypothesis ‘has had a tremendous 
influence on subsequent authors; most of what has 
been written on the subject of accounting and 
capitalism is based on the ideas originally ad- 
vanced by Sombart’ (Winjum, 1972). 

A student of the history of accounting and 
accounting thought accordingly forgoes at his peril 
a proper understanding of what Sombart hypothe- 
sised concerning the accounting capacity of DEA. 
Yet the summaries, commentaries and translations 
on which most of us have to.rely provide, taken 
together, a caricatured, pctentially misleading, un- 
balanced and in important respects incomplete 
account of Sombart. This projection of Sombart is 
substantially the result of three things: excessive 
abbreviation and over-simplification of his re- 
marks; selective quotation; and inaccurate trans- 
lation. The purpose of this note is to indicate and 
review such cases with a view to doing justice to the 
delimitations and instructive qualifications with 
which Sombart beset his claims. In this way the 
note seeks to render servize to those addressing the 
more extensive problem of the link between DEA, 
capitalism and economic growth as conceived by 
Sombart, his followers and critics. 

Sombart tends to be conveyed to us as ingenu- 
ous and uncritical. It will be seen that a more 
accurately balanced presentation and a more cor- 
rect translation make clear the limits of his admir- 
ation and his reasons for explicitly setting those 
limits. The degree of unbridled enthusiasm fre- 
quently attributed to Sombart is epitomised by the 
following remarks: 


Sombart, in the section devoted to [account- 
ing and economic progress], expounds enthusi- 


astically on the advantages...and versatility of 
double-entry bookkeeping. (Winjum, 1972. pp. 
20-21) 

We agree with criticism of the Sombart prop- 
ositions, particularly as we see no special 
significance in double-entry bookkeeping other 
than that it permits accounting functions to be 
performed efficiently. (Most, 1972, p. 726) 


Two impressions emerge: 


l. Sombart had an ingenuous and uncritical 
enthusiasm concerning the contribution 
made by DEA to the measurement of enter- 
prise income and wealth. 

2. Sombart held that DEA had had a substan- 
tial influence at the level of accounting prac- 
tice during the early capitalist period which 
he addressed. 


Those who equate Sombart with an apotheosis of 
DEA typically quote three of his remarks. (The 
translations appended are by the present author.) 

(i) Die doppelte Buchhaltung ist aus demselben 

Geiste geboren wie die Systeme Galileis und 
Newtons, wie die Lehren der modernen Physik 
und Chemie. 
Double-entry bookkeeping was born out of 
the same spirit as the systems of Galileo and 
Newton, as the theories of modern physics and 
chemistry. 

(ii) Man wird aber ohne viel Scharfsinn in der 

doppelten Buchhaltung auch schon die Ideen der 
Gravitation, des Kreislaufes des Blutes, der 
Erhaltung der Energie und andere, die die 
Naturerkenntnis so sehr befruchtet haben, 
keimhaft nechweisen können. 
One will be able without a great deal of 
acumen to detect in double-entry - book- 
keeping, in immature form, the ideas of grav- 
itation, of the circulation of the blood, of the 
conservation of energy as well as other ideas 
which have so very much fertilized insight into 
nature. l be 

(iii) Und wird schon—ich möchte sagen—bei rein 
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asthetischer Bewertung in der Tat die doppelte 
Buchhaltung nicht ohne Staunen und Be- 
wunderung betrachten können als eines der 


kunstvollsten Gebilde des wunderreichen 
Gestaltungs-vermogens der europäischen Men- 
schheit. 


Indeed double-entry bookkeeping can be con- 
templated not without awe and admiration as 
one of the most artistically arranged structures 
produced by the admirably rich formative 
capacity of the European human spirit. 
(Sombart, 1922, p.119) 


How far these widely quoted, (mis)translated and 
derided remarks reflect an apotheosis of DEA 
depends on how we understand three key words: 
Geist, keimhaft and kunstvoll. ‘Aus demselben Gei- 
ste geboren’ indeed means ‘born out of the same 
spirit’. But this is not equivalent to saying that 
Sombart attributes to DEA the same intellectual 
status as Galileo’s or Newton’s systems; rather no 
more than that the methodology (Methode) 1s 
analogous. This is clear from the context. Sombart 
says that DEA orders things in the world of 
capitalism by the same means (mit denselben Mit- 
teln) as the scientists: but he makes no claim that 
the world of capitalism is in any sense on a par 
with the universe as a subject of analysis. In fact 
he takes care doubly to narrow his expression of 
the scope of the world (Kosmos) with which he is 
concerned. He states that DEA reveals ‘the cosmos 
of the economic world, more precisely of the 
capitalistic world’—the ‘Kosmos der wirtschaft- 
lichen genauer der kapitalistischen Welt’ (ibid.). Yet 
Winjum (1972, p. 21) covers this by the out-of- 
context quotation that ‘one may consider [DEA] as 
the first cosmos based on the principle of mechan- 
ical thinking’. 

Much of the misrepresentation of Sombart 
comes from overlooking or misunderstanding 
keimhaft in quotation (ii). The word essentially 
means ‘in immature form’. Sombart is saying that 
the ideas of gravity, circulation of the blood and 
conservation of energy, etc. are present in im- 
mature form in DEA. Kenneth Most’s translation 
(1979, p. 251) ignores the word entirely and as- 
cribes to Sombart the statement that ‘we can 
recognize in double-entry bookkeeping the ideas of 
gravitation, of the circulation of the blood, of 
thes." 

Quotation (iii) addresses the aesthetic merits of 
DEA. But Sombart is not inviting us to rate DEA 
on a par with the greatest creative productions of 
literature, painting, music and sculpture. The key 
words make clear that he is referring to the inge- 
nious arrangement and structure of double-entry 
bookkeeping. Kunstvoll is such a word and is 
distinct in meaning from künstlerisch which would 
be needed for a more far-reaching meaning. Yet 
Most’s translation (1979, p.251) presents Sombart 
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as holding DEA to be ‘one of the most artistic 
representations of the fantastic spiritual richness of 
European man’. 

Sombart was careful to delimit his claims on the 
intrinsic capacity of DEA to carry through and 
express economic events. He is forcefully aware of 
the fact that a balanced set of books will not help 
to determine periodic overheads; nor will 1t mea- 
sure diminished or increased asset values; nor will 
it determine inventory. These are determined exter- 
nally to the bookkeeping system. He points to this 
sachliche Mangel (defect of substance), acknowl- 
edges a profit or loss figure without these adjust- 
ments as being fiktiv (fictitious) and recognises that 
these external adjustments ‘essentially together de- 
termine’ (wesentlich mitbestimmen) the profit level. 
Wesentlich mitbestimmen is far stronger an expres- 
sion than Most’s ‘materially affect’ (1979, p.250). 

Sombart recognises that this essential short- 
coming persists through several centuries of the 
theory’s and practice’s development. Most of the 
commentators fail to pursue or to make explicit the 
qualifications with which he besets his claims at the 
empirical level. Sombart clearly states (tr. Most, 
1979, p.254): “We know nothing about [double- 
entry’s] application in practice. We would particu- 
larly like to have information on this question: to 
what extent and how thoroughly did business 
management operate during the last centuries of 
the early capitalist period in conformity with the 
teaching and instructions of business theorists?’ 

One error in Most’s translation (1979) suggests, 
with respect to this empirical issue, the actual 
contrary of what Sombart wishes to convey. Som- 
bart states 


Man soll sich nun aber davor hiiten, sich von der 
Hohe der kaufmännischen Bildung jener Jahr- 
hunderte, von dem Grade der extensiven und 
intensiven Entwicklung der Rechenhaftigkeit und 
systematischen Geschäftsführung im Wirt- 
schaftsleben übertriebene Vorstellungen zu 
machen. (1922, p. 129) 


Most translates: 


We must beware of drawing exaggerated con- 
clusions concerning the level of businessmen’s 
education from the level of the extensive and 
intensive development of arithmetic and system- 
atic business management at the time. (1979, 
p.256) 


The translation suggests that Sombart is telling 
us to guard against exaggerating our estimates of 
educational standards of the time by the soph- 
isticated managerial standards which existed. In 
fact Sombart is saying the opposite! He is saying 
that we should guard against exaggerating our 
estimate of managerial sophistication; even though 
our knowledge of high educational standards 
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might tempt us towards such exaggeration. These 
standards had been referred to in Sombart’s pre- 
ceding paragraph. Thus Sombart provides a fur- 
ther empirical caveat—one which, correctly under- 
stood, could still stimulate today a number of 
testable hypotheses. 

Not only does Sombart <ake care to cite such 
empirical evidence as he had, but he explicitly 
states that the importance for economic history of 
his whole argument crucially depends on empirical 
proof (1922, p.134—omitted from Most’s trans- 
lation): 


Eine sicher begründete Kenntnis aller dieser 
für die Wirtschaftsgeschichte so entscheidend' 
wichtigen Dinge besitzern wir einstweilen noch 
nicht. 


A soundly based knowledge of all these things 
which are so decisively important for economic 
history is not for the moment in our possession. 


Conclusion 


The study of accounting History requires most of 
us, to a greater or lesser degree, to get to grips 
with the ideas of Werner Sombart. These ideas are 
regrettably inaccessible ir the original to many 
researchers. The result is unavoidable use of and 
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reliance on treatments which are unduly abbrevi- 
ated, selective and even inaccurate. The present 
note has set out to provide a more accurate 
rendering into English of Sombart’s ideas on the 
capacity of double-entry accounting. 
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Accounting For Finance Leases: 


A Field Test 


R. K. Ashton 


Introduction 


The requirement in SSAP 21! that finance leases 
should be capitalised has been fiercely criticised by, 
amongst others, the Equipment Leasing Associ- 
ation (ELA). The purpose of this paper is to 
explore the economic implications of this require- 
ment (for work in the US on this aspect, see 
Abdel-Khalik, 1981). Until recently there was very 
little empirical evidence on this question. Most of 
the published evidence (relating almost exclusively 
to the US) can be divided into two distinct catego- 
ries: (1) the effect on stock market prices, and (ii) 
the effect on the performance indicators used by 
financial analysts and management in decision 
making. 

The findings as they resate to the first of the 
above categories support tne view that lease capi- 
talisation leads to more rationally based share 
prices. Bowman (1980) reports that leasing makes 
a statistically significant contribution to market 
risk, whilst Ro (1978) showed that publication of 
lease capitalisation data acversely affected security 
returns. A similar study by Abdel-Khalik et al. 
(1978) concluded that, whilst the requirement to 
capitalise leases had no systematic impact on bond 
risk premiums, some firms may have had smaller 
risk premiums as a result of confining leasing 
commitments to the income statement. 

The studies falling in zhe second category are 
more varied. Elam (1975) examined whether lease 
capitalisation increased the power of affected ratios 
to predict failure but found no support. Wilkins 
and Zimmer (1983) conducted a simulation experi- 
ment with financial analysts in order to examine 
their reaction to alternative ways of reporting lease 
commitments. The results indicated that reporting 
methods affected the bekaviour of the analysts in 
projecting earnings but had no effect on, share 
valuations. Gritta (1974) examined the effect of 
long term lease obligations on the debt commit- 
ments of 11 firms in tke air transport industry, 
where leasing is known to be an important source 
of finance. He concluded that long-term leasing 
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obligations incurred by these companies 
significantly increased their existing debt burdens. 
Nelson (1963), in a similar study, examined the 
effect of lease capitalisation on debt equity ratios 
of 11 companies. On. the basis of a very low rank 
correlation between debt equity ratios before and 
after lease capitalisation, he concluded that ana- 
lysts might have made incorrect decisions if they 
had used conventional financial statements as a 
basis. This paper falls into the second category 
and will extend the work of Nelson (1963) by 
examining the effect of lease capitalisation on 
various indicators of performance thought to be 
used in financial appraisals. 

Two hypotheses will be tested: (i) whether 
lease capitalisation had a statistically significant 
effect on the main indicators of financial perfor- 
mance, and (11) whether the decision by companies 
in the sample voluntarily to capitalise leases was 
dictated by the economic consequences. If .the 
results support the first hypothesis this would 
justify, at the very least, a wider and more detailed 
study by the Accounting Standards Committee 
(ASC) of the effects of lease capitalisation, and it 
would possibly call into question the new disclo- 
sure requirements. The hypotheses will be tested by 
reference to a small sample of companies (taken 
from A Survey of Published Accounts, 1983/84, 
ICAEW, 1983) who complied to a greater or lesser 
extent with the predecessor of SSAP 21, Exposure 
Draft 29 (ED 29). Before examining the data base 
in more detail it is necessary to discuss what figures 
are affected by the new requirements. 

The impact of the change will be reflected in the 
following figures: interest charges, depreciation, 
fixed assets, accumulated depreciation and out- 
standing debt. The extent to which the profit and 
loss account and balance sheet will be affected 
depends on the relationship between the capital 
element (which is an increasing function of time) in 
the lease rentals and the depreciation charged on 
the leased asset. The latter depends on the esti- 
mated life of the asset, the method of depreciation 
and the primary term of lease. Where the primary 
term of lease is less than the estimated life of the 
asset, the depreciation charge is almost certain to 
be less than the capital element in the lease rentals. 
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Reported profits will rise during the primary pe- 
riod (as the depreciation charge will be less than 
the capital element in the lease rentals) and fall 
during the secondary period when the lease rentals 
are minimal. Where the life of an asset, for most 
practical purposes, is equal to the primary period 
of the lease, the depreciation charge will be greater 
than the capital element in the early part of the 
asset’s life and reported profit will fall. This trend 
will be reversed subsequently when the capital 
element is greater than the depreciation charge. 

The above reasoning can be extended to the 
balance sheet. In order to isolate consequences of 
lease capitalisation it is necessary to assume that all 
other things remain equal throughout the life of 
the leased asset; for example, debt and capital 
employed. In the first case (where the life of the 
asset is greater than the term of the lease) there will 
be a net increase in capital employed throughout 
the primary period of the lease, as the net book 
value of the capitalised asset will be greater than 
the current portion of the lease rentals. During the 
secondary period, capital employed will increase 
initially (as there will be no offsetting rentals in 
current liabilities) and then decline at a rate equal 
to the annual depreciation provision on the asset. 
It follows that gearing will rise initially as the 
increase in debt will be greater than the increase in 
capital employed. Subsequently, as the capital 
element in the lease rentals increases in im- 
portance, the gearing ratio will decline (improve) at 
an increasing rate. These considerations. are 
equally applicable to the second case (where the life 
of the asset is equal to the primary period of the 
lease) except that it is not necessary to consider the 
secondary period. It follows that some companies 
(e.g. those with older assets) might have favoured 
the introduction of the standard as a result of the 
favourable effect on the key indicators of per- 
formance, whilst others might have opposed the 
introduction of the standard on the grounds that 
it had an adverse effect on those indicators (e.g. 
companies with newer leased assets). In practice 
the situation is likely to be more complicated as 
companies normally hire assets at different rates 
over time. It is not appropriate to pursue this 
question further here, but the author is developing 
a mathematical model to incorporate these points. 


Data base 


Despite the imminence of the accounting stan- 
dard, only 44 of the 300 companies included in the 
Survey of Published Accounts, 1983/84 specifically 
referred to the capitalisation of finance leases, hire 
purchase and instalment credit agreements. Of 
these 44 companies, only 23 gave sufficient infor- 
mation (and even then some estimates had to be 
made) to enable the effect of capitalising finance 
leases to be isolated, that is by recasting the 
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accounts and charging the lease payments directly 
to the profit and loss account. The lack of dis- 
closure is illustrated by the fact that 269 of the 
300 companies were identified as being lessees of 
some description. It follows that the sample of 
companies used in this analysis may not be repre- 
sentative and that the results should be interpreted 
cautiously. 

The effect on the financial statements was exam- 
ined in four stages. At the first stage it was 
necessary to calculate for each indicator of per- 
formance two figures: the figure if finance leases are 
expensed in full in the profit and loss account, and 
the relevant figure if the finance leases are capital- 
ised. The chosen indicators of performance can be 
classified under two headings: (i) the absolute 
numbers, and (ii) the relative numbers—for 
example, ratios. Two absolute numbers were exam- 
ined: profit before interest and tax, and profit 
available for ordinary shareholders. The reason for 
choosing these two indicators is that they are often 
used by analysts and others to appraise financial 
performance. Under the second heading, six ratios 
thought to be important to financial analysts and 
others were identified: return on shareholders’ 
funds, return on capital employed, profit margin, 
asset turnover, interest cover and gearing. The 
definitions used for these ratios follow those set out 
and discussed in Reid and Myddleton (1981).* As 
it was not possible in many instances to isolate 
short-term interest (including the short-term inter- 
est element in the lease rentals) from long-term 
interest, bank overdrafts and the current portion of 
the oustanding lease obligations were treated as 
long-term sources of finance. For a justification of 
this treatment, notwithstanding the limitations im- 
posed by the data, see also Reid and Myddleton 
(1981). 

The next two stages involved testing statistically 
the effect on each of the performance indicators. At 
the first stage the differences in the performance 
indicators were tested by a small sample test 
known as the paired ‘t’ test (see Conover, 1981 for 
a detailed explanation of this test). If the effect is 


Footnote 2: ‘ 
Profit after interest and tax 


Shareholders’ funds 


'Return on shareholders’ funds = 


i f Profit before interest and tax 
Return on capital employed = —————_—-________ 
Capital employed 


; i Profit before interest and tax 
Profit margin = A e 
urnover 


A Turnover 
Asset turnover == ————————— 
; Capital employed 


Profit before interest and tax 


‘Interest cover = ae 
nteres 


Debt 


. Gearing = -mmmn 
j Capital employed 
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not statistically significant, the mean of the 
differences in each performance indicator will not 
be significantly different from zero. The meth- 
odology underlying this test can be jllustrated by 
reference to the Return on Shareholders’ Funds 
ratio. For each company in the sample two ratios 
(series were formed) were computed; one based on 
expensing lease rentals, the other based on capital- 
isation of lease rentals. The difference in each 
company’s ratio was then computed, together with 
the mean of the differences. The test statistic was 
then computed and evaluated. This procedure was 
repeated for each performance indicator. 

The second stage in the testing examined the 
effect on the rankings of companies on the sample. 
The methodology underlying this test can also be 
illustrated by reference to the Return on Share- 
holders’ Funds ratio. As in the previous case the 
ratio was computed for eech company on both 
bases and two series formed (one based on ex- 
pensing leasing rentals, the other capitalising 
them). Companies were then assigned a rank in 
each series based on the relétive magnitude of their 
ratio compared to other companies in the sample. 
If the two ratios for each company are materially 
different there will be liftle or no association 
between the rankings of each performance indi- 
cator. The degree of asscciation was tested by 
another small sample statistic—the Spearman 
Rank Correlation Coefficiznt (see also Conover, 
1981 for a fuller explanation of this test). As with 
the paired ‘t’ test this procedure was repeated for 
each performance indicatar. 

The second stage in the t2sting’ was based on the 
‘agency’ literature which is currently popular in the 
USA: see for instance Jensen and Meckling (1976) 
and Hagerman and Zmijewski (1979). Hagerman 
and Zmijewski (1979), following the theory devel- 
oped by Watts and Zimmerman (1978), tested 
whether the choice of accounting principles was 
dictated by the economic consequences. In particu- 
lar, they tested: (i) whether firm size, concentration 
ratio and capital intenstty were related to the 
choice of accounting pr-nciples that minimised 


reported income; and (ii) whether the existence of . 


a management profit shering plan increased the 
probability of choosing an accounting principle 
that would increase net income. The results were 
broadly consistent with their hypothesis. Various 
different regressions were run on the basic model: 
Y; = Bo + B,CR -t BEMP ~|- B,Beta 
+ B,CI + B.Sizej (1) 

where 


Y,= 1 if income inflating policy 
0 if income dz2flating policy 





3I am grateful to an anonymous referee for suggesting this 
test. 
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CR = 5 firm concentration ratio 
MP = | if a management profit sharing plan 
0 if no profit sharing plan 
Beta = beta coefficient 
CI = capital intensity = gross fixed assets/ 
sales 
Size j = either capital employed or sales 


It was argued above that the introduction of a 
leasing standard might lead to higher or lower 
reported profits, depending on the relationship 
between the capital element in the lease rental and 
the depreciation charge on the leased asset. To 
ascertain whether the voluntary introduction of 
lease capitalisation in the published accounts was 
dictated by the economic consequences, the model 
developed above was applied to the companies in 
the sample. 

The information relating to the concentration 
ratio’ was collated from the Census of Production 
(1979) and subsequent annual reports. Details of 
managerial compensation plans linked to profits 
are not required ta be disclosed in the published 
reports and it was therefore necessary to use a 
proxy (which the author accepts is open to crit- 
icism) for this variable. A company was classified 
as having a management compensation plan if the 
directors could participate in either a share incen- 
tive or share option scheme. In both cases such 
plans have to be disclosed to shareholders and 
observations were taken from the published ac- 
counts.» The measure for risk (following Hag- 
erman and Zmijewski, 1979) is the beta coefficient 
based on the market model. It was chosen by these 
authors on the grounds that it is consistent with the 
capital asset pricing model developed by Sharpe 
(1964) and others. The beta coefficients were taken 
from the quartely estimates published by the Lon- 
don Business Schools Risk Measurement Service 
1982/83. The figures for the other variables were 
calculated from the published accounts. As with 
the tests above, it is recognised that the results 
might not be representative but the procedure was 
felt to be justified on the grounds of making 
maximum use of the limited data available. 


The results 


The results will be reported under three head- 
ings: (i) the descriptive statistics relating to the 
changes in the performance indicators, (ii) the 
results of the paired ‘t’? test and correlation 
coefficients, and (iii) the regression results. 

The discussion in the first section of this paper 
suggested that the effect of introducing a leasing 


‘For a critique of this ratio as a measure of concentration 
see Scherer, F. M., Industrial Market Structure & Economic 
Performance, Rand McNally, chapter 3, 1980. 

‘Twelve observations in this category were found. 
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Table 1 





standard on the various indicators of performance 
might be mixed. This is confirmed by the results in 
Table 1. Whilst on average the performance indi- 
cators improved, the asset turnover ratio and 
gearing were exceptions. All but one of the indi- 
cators, the asset turnover ratio, showed a high 
degree of variability. Profit available for ordinary 
shareholders showed the highest increase (and 
second largest variability) whilst the gearing ratio 
showed the largest decline (and third largest vari- 
ability). The other point of note from the table is 
that, with these two exceptions, the average change 
in the performance indicators was small, although 
this should be interpreted cautiously given the high 
variability in the ratios. These results suggest that, 
to the extent that the sample is representative, there 
will be considerable variation in how individual 
companies are affected. 

Table 2 reports the results of the paired ‘t test 
and shows that the effect of lease capitalisation was 
significant in only one case—the gearing ratio. This 
finding was examined in more detail in order to 
ascertain what effect, if any, the larger differences 
had on the result. The sample was initially divided 
into two equal sub-samples. The criterion for 
inclusion in the sub-samples was based on the 
relative magnitude of the differences in the ratio. It 
was found that the mean of the differences in each 
sub-sample was significantly different from zero. 


Table 2 
Paired ‘t’ test results 


Performance indicator 


Profit before interest and tax 


Return on shareholders’ funds 
Return on capital employed 
Profit margin 

Asset turnover 

Interest cover 

Gearing 


ly 
2 
3: 
4, 
>: 
6. 
T 
8. 


Percentage changes in performance indicators 





i. Profit before interest and tax 5.62 1542 
2. Profit available for ordinary shareholders 15.69 61.66 
3. Return on shareholders’ funds 2.85 65.45 
4. Return on capital employed 0.24 20.62 
5. Profit margin 1.02 20.55 
6. Asset turnover (0.77)* 2.61 
7. Interest cover 2.74 24.28 
8. Gearing (20.11) 33.18 
*9 differences of no change were also recorded. 
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Standard 
deviation 


It follows that the original finding is extremely 
‘robust’. This suggests that companies currently 
expensing lease payments in the profit and loss 
account will find that their gearing ratios will 
deteriorate substantially when the standard is fully 
operational. The findings as they relate to the other 
indicators show that the effect was not statistically 
significant. This is an extremely important finding. 
Capitalisation of leases, with the exception of the 
gearing ratio, had little effect on performance 
appraisal. The implication for financial reporting is 
that, if the notes to the financial statements include 
sufficient information for the effect on the gearing 
ratio to be calculated, users of accounts would be 
in the same position as when the standard 1s fully 
implemented. This finding therefore supports the 
position of the Equipment Leasing Association 
(1982). It also supports the view that, except on 
cost grounds, there is no need for any standard- 
isation of the information to be disclosed. 

Table 3 reports the Spearman rank correlation 
coefficients, and these support the above findings. 
All the indicators were highly correlated, including 
the gearing ratio, although the coefficients for the 
latter were smaller than for the other performance 
indicators. Such high correlations are often associ- 
ated with the presence of heteroscedasticity; the 
effect of this factor is to render the correlation 
coefficients inefficient estimators (i.e. they have 


Significant (S) 
Not significant (NS) 


Profit available for ordinary shareholders 
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Table 3 
Rank correlation coefficients 


Performance indicator 
. Profit before interest and tax 
. Profit available for ordinery 


shareholders 
. Return on shareholders’ funds 
. Return on capital employed 
. Profit margin 
. Asset turnover 
. Interest cover 
. Gearing 


large then minimum variancezs). For each ratio the 
observations were plotted on a graph in order to 
assess whether this factor was present. All ratios 
had no discernible heteroscedastic pattern, and 
they support the correlation findings. This finding 
suggests that, when the standard is fully oper- 
ational, the effect on inter-firm comparisons of 
performance will not be significant. 

The final test was designed to ascertain whether 
the voluntary introduction of lease capitalisation 
in the published accounts was dictated by the 
economic consequences. Tke methodology under- 
lying the test has already bzen alluded to in some 
detail above. Various regressions were run (see 
Appendix I for a brief discussion of the results) in 
order to obtain the equatian which gives the ‘best 
fit. None of the runs gave an equation with a 
‘good fit’—indeed it would be more correct to say 
that all the equations shcwed the contrary; ex- 
tremely small coefficients of determination were 
found in all cases and none of the coefficients were 
significant.® It is not proposed to report the results 
in any further detail except to point out that the 
sample was small and the degrees of freedom even 
smaller. This suggests the need for more systematic 
research in the area, based on both a much larger 
sample and a number of accounting policy 
changes: for example, changes in depreciation and 
stock valuation policies. 


The implications of the results 


The ELA (1982) in their evidence to the ASC 
favoured the disclosure of finance leases in the 
notes to the financial statements. This was prin- 
cipally on the grounds that, if the finance leases 
were capitalised, there was an implied statement 





6In several cases the sign o7 the coefficients differed from 
that predicted by the model, although little meaning can be 
attributed to this given the low coefficient determination and 
the absence of significant coefficients. 
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that the entity owned the asset and, whilst they 
accepted this treatment for assets subject to hire 
purchase agreements, the ELA saw no reason to 
extend this illogicality further. With certain reser- 
vations, the results support the view that, if the 
balance sheet only includes those assets to which 
the entity has full legal title, performance evalu- 
ation will not be distorted if there is full disclosure 
in the notes of the information which now has to 
be reported in the balance sheet, that is details of 
the net book value of the assets subject to finance 
leases and the present value of the lease obli- 
gations. Indeed, if there is full disclosure then there 
is no need for a standard except, possibly, on cost 
grounds. It is recognised that this comment might 
apply to all standards. 

Whilst the findings of this paper strongly sup- 
port the position of the ELA (1982) they are based 
on a small sample of companies who voluntarily 
complied with the proposed standard and who 
may well have done so in the knowledge that their 
financial performance would not be seriously 
affected. This poses the question whether the re- 
sults of the other companies, who have not yet 
complied with the new disclosure requirements, 
would have been adversely affected. The evidence 
in this paper suggests that, at the very least, before 
the proposed accounting standard became manda- 
tory, ASC should khave conducted a wider field test 
along the lines of this paper. 

No support was found for the economic con- 
sequences hypothesis, but given the limited nature 
of the test there is obviously a need for further 
research in this interesting area. For instance, to 
increase the sample size a number of policy 
changes might be considered, for example depreci- 
ation, goodwill and stock valuation. This would 
enable a more systematic test of the hypothesis. 
Consideration should also be given to whether the 
absence of managerial compensation plans and the 
existence of deberture covenants deter companies 
from capitalising leases. 


Appendix I—Probit and regression analysis 
of accounting choice 


Following Hagerman & Zmijewski (1979) equa- 
tion (1) was tested by running both ordinary least 
squares (OLS) and more appropriately (for the 
reasons discussed in their paper) probit analysis 
(see Finney (1971) and Maddala (1977) for a 
discussion of this technique). The equations were 
also tested by substituting, in the size variable, 
sales for capital employed. The results of two runs 
with sales as the size variable are reported below. 
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Concentration Management Risk Capital 
Technique Constant ratio profit sharing beta intensity Sales R? F 

OLS 0.43 0.11 0.14 (0.05) 0.06 (a) 0.15 0.58 
(0.23) (0.46) (0.59) (—0.02) (0.97)  (—1.56) 

Probit analysis 0.50 (0.13) (a) 1.19 0.06 0.03 0.06 0.21 
(1.73) (—-0.42) (0.03) (0.60) (0.35) (0.77) 

Expected sign (—) (+) (—) ==, — 


(a) An extremely small number, not printed out by the computer. 


(b) Asymptotic t statistics in parentheses. 
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Computers and Accounting 
Courses: A Reply to Collins 


Krish N. Bhaskar and G. Roland Kaye 


Collins (1983) has raised several points about the 
introduction of computers and related studies into 
accounting courses, as has teen actively pursued 
at the University of East Anglia and to varying 
degrees at other institutions im the UK and abroad. 
He considers: 


1. Assumptions about the nature and future 
development of accounting as an academic dis- 
cipline and as a practice. 

2. The relationship of computing to other ele- 
ments in accounting course syllabuses. 

3. The opportunity costs of using computer- 
based or assisted systems as compared to con- 
ventional teaching methads. 


The predominant theme of Collins is that the 
rôle of computers in accounting courses is not 
proven, hence existing teaching content and meth- 
ods should stand. The basts for this view is the 
ambiguous interpretation of the findings of 
computer-based training experiments referred to in 
Bhaskar’s original articles 11982 and 1983). This 
view ignores the realities in that, although the use 
of computers as teaching devices is not proven, 
they are being used. Similarly the role of com- 
puters in accounting practice is not proven, 
although they are being used! These conflicts re- 
quire exploration not rejection. The impact of 
information technology (IT) on our way of life 
cannot be ignored and can be found in many areas 
of accounting. It is interesting that the Committee 
for Computer Liaison (CCL) is actively pursuing 
initiatives, collectively and individually, to study 
and initiate developments in IT in the area of 
accounting. Examples of tne changes in practice 
may range from the use of electronic funds trans- 
fer and cash management through to the devel- 
opment of accounting date bases, financial infor- 
mation systems, modelling and taxation packages. 
This change in practice may or may not signify a 
change in accounting thecry, but it provides an 
opportunity to review accounting theory and thus 
may be seen as a catalyst. 

The concept of value theory or events theory 
(Sorter, 1969) has provided an avenue for ex- 
ploring alternative accounting processing models. 


These have, to varying degrees, built upon or 
substituted for existing accounting theories; for 
example, matrix, multi-dimensional, events, and 
REA (Resources Events and Agents) accounting 
systems. 

Accounting theory and practice are in a state of 
change and require study and review rather than 
bland acceptance of the existing knowledge base. 
This is particularly relevant in the light of the 
history of accounting, where theory has followed 
pragmatism. Evidence of the impact of change is 
sparse and limited to studies of small practices 
(Bhaskar and Williams, 1984), management ac- 
counting (Collier, 1984) and recently commis- 
sioned works by the Institutes. 

Accounting teaching should reflect accounting 
practice but it must discriminate between training 
and education in an attempt to balance knowledge 
and skills which are specific to practice and those 
which may be deemed to be educational. Perhaps 
an appropriate criterion in the light of changing 
practice is that education should prepare students 
for coping with change (Kaye, 1984). On this basis, 
specific knowledge and skills associated with exist- 
ing technology will be categorised as training, 
while general knowledge and skills which are appli- 
cable to varying levels of past, present and future 
technology are educational. On this basis we sup- 
port the inclusion of computer science and the 
application of computers in accounting in an inte- 
grated manner through decision making, mod- 
elling and information system design. This may be 
overtly taught or covertly acquired through the use 
of assignments/demonstrations and computer as- 
sisted learning (CAL) packages. 

While accepting Collins’ view that the existing 
studies may not prove the benefits of CAL studies, 
other disciplines provide a far richer body of 
knowledge and literature than is available in the 
limited area of accounting (International Sym- 
posiums on CAL 1981, 1983, etc.). This failure is 
partially due to the inherent problems of conduct- 
ing such research studies with their underlying 
methodological and philosophical limitations but 
also to the questionable relevance of such studies. 
The justifications proposed for CAL are: savings in 
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cost and resources; more effective education and 
training; intellectual challenge; stimulating and 
charismatic nature (Rushby, 1979). It is fair to 
say that the first two are not proven and the latter 
two continue to justify studies which produce 
conflicting indications. The justifications for devel- 
oping CAL packages and other computer-based 
material for accounting lies not with the inevitable 
computers in education but rather in the academic 
and educational view which justifies the inclusion 
of IT, both overtly through curriculum design and 
covertly through teaching practice and student 
experience. 

Collins provides a critique and he charges those 
who seek to follow the IT revolution with a need 
to be accountable for the changes they make in 
accounting theory and practice and consequently 
on the education process. This does not refute 
Bhaskar’s views or negate the development of 


ACCOUNTING AND BUSINESS RESEARCH 


computerised accounting studies. However, it does 
clearly identify the three areas of study above. 
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On Identification of Users and Firms 


Robert R. Sterling” 


Fraser and Nobes (F & N, make the important 
point that the users of information need to be 
clearly specified prior to deciding what information 
is relevant to them. Although I think that the point 
is important, even crucial, and I am delighted they 
have made it, I believe that they overlooked some 
other important points. 


Identification of users 


The general conclusion of F & N is that ‘each of 
these [Chambers, Edwards & Bell, and Sterling] 
three theories is based upon the identification of 
management as...main users of financial state- 
ments. In... Chambers and Sterling .. . [this] is an 
inescapable conclusion from the decisions being 
considered...” (F & N, >. 146). I would not 
presume to speak for Chembers or Edwards & 
Bell, but I certainly did no: intend to make man- 
agement the prime or main user of financial state- 
ments. However, it is clear that F & N read my 
works—at least the three of my works that they 
cited—as being based exclusively (or perhaps over- 
whelmingly) on management decisions. Since it is 
at least equally as probable that I miswrote as that 
they misread, there is no reason to argue that here. 
Instead I will try to explam what I meant rather 
than defend what I wrote. 


Single Owners 


The basis for F & N’s ‘:nescapable conclusion’ 
is that it is management, not owners, ‘who nor- 
mally make decisions about buying and selling the 
business’ assets’ (F & N, p. 145). I made the same 
point when I introduced zhe discussion of other 
external users in Enterprise Income (1970, p. 142): 


The trader [manager] may decide on a position 
and then exchange in order to obtain that 
position. The other interested receivers [external 
users] have no such cortrol; they are observers 
of the trader’s decisions. 


Later I realised that I hed been thinking about 
multiple owners when I wrote that sentence: a 


*I am grateful to the members of the Brown Bag Seminar 
at the University of Utah—-particularly Larry Deppee, Roy 
Faeber, and Paul Miller—for their comment and criticism, 
to the editor for inviting these comments, and especially to 
F & N for raising important issues. 
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single or sole owner of a firm does in fact have the 
option to sell the assets of the firm. Therefore, I 
drew another distinction when I wrote Toward a 
Science by including a section entitled ‘Relevance 
to Single Owners and Creditors’ (p. 174-75) and 
said that a single ‘... owner faces three alterna- 
tives: (1) Keep the firm. (2) Sell the firm. (3) Sell the 
assets (liquidate).’ Thus if I were to criticise Enter- 
prise Income, I would say that the distinction 
drawn between management and owners was 
too sharp rather than not being sharp enough, as 
F & N would have it. I readily accept F & N’s point 
that there is often separation of ownership and 
control but I hasten to add that such separation is 
a special case, albeit an important case, and when 
that case is not in effect, owners can and do decide 
to buy and sell the firm’s assets. 


Multiple Owners 


The option to sell the firm’s assets is also avail- 
able to multiple owners (of a partnership, cor- 
poration, joint venture, cooperative, etc.) if the 
other owners agree to sell those assets. Share- 
holders may (1) sell their shares, or (2) keep their 
shares and (2a) vote to keep (or sell and replace) all 
or part of the firm’s assets and continue oper- 
ations, or (2b) vote to sell (or abandon) and not 
replace the firm’s assets and cease operations. It- 
seems to me that the decision of a single owner to 
sell or not sell the firm’s assets 1s almost identical 
to the decision of a multiple owner to vote to sell 
or not sell the firm’s assets. Therefore, it seems to 
me that the information needed to make that 
decision is the same for both single and multiple 
owners. 

With minor, but indispensable, bracketed in- 
sertions I can fully agree with F & N’s oft repeated 
comment that (minority) shareholders are not (in- 
dividually) able to buy or sell a company’s assets. 
However, there is incontrovertible evidence that 
minority shareholders can and do make collective 
decisions by voting, including the decision to sell or 
not sell the assets. If we could agree on that 
preliminary point, we could turn to the important 
question of what kind of information, if any, 
should be supplied to multiple owners who need to 
decide how to vote. 


Evaluators 
In addition to the individual decisions of single 
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owners and the collective decisions of multiple 
owners, it seems to me that external users need a 
grounding in decision models, such as asset buy- 
sell models, to be able properly to evaluate the 
goodness and outcomes of decisions. The com- 
ments about ‘Costs vs Values’ caused me to realise 
that I had not made that point explicit in that 


piece. Let me now apologise for and attempt to. 


rectify that lacuna. The main purpose of discussing 
the asset buy-sell decision model in ‘Costs vs 
Values’ (pp. 104-07) and elsewhere was to enable 
everybody—managers, owners, creditors, and es- 
pecially accountants—to understand the model 
and the information that is relevant to it. The 
discussion of the model preceded the discussion of 
the evaluation of the decisions (pp. 107-10), 
because an understanding of the decision model 1s, 
in my view, a prerequisite to such an evaluation. 

I think that evaluators have the right to evaluate 
decisions on the basis of the decision model that 
the evaluators believe to be correct even if the 
decision makers do not use that model when 
making their decisions. Perhaps the case is strong- 
est in regard to the principal-agent relationship of 
owners and managers: even if managers gua agents 
make their asset sell-hold decisions on the basis of 
comparing costs, either historical or current, to 
forecasted future net cash inflows, I think that 
owners qua principals have a perfect right to judge 
the goodness of those decisions on the basis of 
comparing present exit values to forecasted future 
net cash inflows if they believe that to be the 
correct decision model. 

Consider, for example, a manager who makes 
the decision to sell an asset that does not produce 
periodic cash inflows—e.g., unrented land, zero 
coupon bonds, growth (zero dividend) shares, a 
unit of inventory—by comparing its cost, either 
historical-or current, of $1,100 to Ais forecast of its 
future terminal exit value of $950. If the present 
exit value of that asset is $900, then that is a bad 
decision (assuming. a better alternative use of the 
funds) arising from the use of a demonstrably 
wrong decision model. If I were an owner, I would 
decide to replace, or vote to replace, managers who 
made such bad decisions by using such wrong 
decision models. Note that F & N’s deep concern 
about being clear that it was the manager, not the 
owners, who made that asset-sell decision has no 
bearing whatsoever on the isssue of the owners’ use 
of the asset-sell decision model to evaluate the 
goodness of that decision and the resultant de- 
cision to replace or not replace the manager. 

In addition to evaluating the goodness of 
decisions, the outcomes of decisions can also be 
evaluated-——separately evaluated. Indeed it will 
often be the case that the only thing multiple 
owners and other external users-can evaluate is 
outcomes of decisions to purchase and not sell 
because they will not :have access to. information 
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about managers’ forecasts nor to foregone oppor- 
tunities. Again, I think that evaluators have the 
right to evaluate outcomes of decisions on the basis 
of the decision model that the evaluators believe to 
be correct even if the decision makers do not use 
that model when making their decisions. 
Suppose, for example, that at 1 January the 
manager had decided not to sell the asset described 
above. It is now 31 January and the owners and 
other external users want to evaluate the outcome 
of that decision. Due to an increase in transaction 
costs, at 31 January the current cost 1s $1,150 and 
the exit value is $850. There are three main candi- 
dates for expressing the to-date outcome: (1) zero 
using historical cost, (2) $50 gain using current 
costs, and (3) $50 Joss using exit values. It is not my 
purpose here to address the merits of those three 
candidates but rather to point out that external 
users need to address those merits in order to 
decide which one they want to use to evaluate the 


to-date outcome of the decision. In turn, it seems 


to me that the way for external users to address 
those merits is for them to examine asset buy-sell 
decision models. Again note that although F & N 
are correct when they point out that it was the 
manager who made the ‘decision not to sell the 
asset, that has nothing to do with external users’ 
examination of asset buy-sell decision models for 
the purpose of deciding how to evaluate the out- 
come of that decision. 

To try to make the decision process and the 
identity of the decision makers crystal clear, I posit 
that Fraser, Nobes and Sterling are minority share- 
holders. In making my general decisions about this 
firm—how to vote, whether to sell or keep my 
shares—I would use the outcomes of previous 
managerial decisions as an input. This requires that 
I decide how to evaluate those outcomes. I have 
decided to evaluate the to-date outcome of the 
example as bad (even though it resulted from a 
good decision with an erroneous forecast) and 
therefore I want it reported as a $50 loss. I base 
that evaluation on my previous examination of 
asset buy-sell decision models. F & N also need to 
make general decisions about the firm and the 
specific decision about how to evaluate outcomes, 
including what they want reported about this 
particular outcome. They also need to establish the 
basis for their evaluation. Whether they agree or 
disagree with my evaluation is not the immediate 
issue: the point is that as minority shareholders 
they must decide how to evaluate managerial de- 
cisions. I again invite F & N to get involved in this 
evaluation decision rather than worrying about 
what some unknown users may or may not want 
or understand. 

The reason for issuing invitations to accountants 
to get involved in the decisions is that I believe that 
the seriatim assumption of the roles of various 
decision makers will allow accountants to make 
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better decisions about what -nformation to report. 
Thus I would like F & N to get involved in the 
evaluation decision in their role as accountants 
because it is accountants, ir the main, who make 
decisions about what to report to shareholders. 
Once we have cleared up all :hese preliminaries, we 
can return to the original cuestion of whether to 
report zero, $50 gain, or $50 loss in the example 
and then to the question of the extension of that 
method to other cases. 


Summary 


F & N (i) note that I discuss asset buy-sell 
decision models at some length, (ii) observe that 
managers, not owners, normally make asset buy- 
sell decisions, and (iii) draw the conclusion that 
*,.. 5terling’s theory too has management as the 
prime users’ (p. 145). I disagree only with the 
conclusion. I intended, (whether I succeeded is 
another question) to trea: all users equally in 
regard to their information requirements while 
keeping in mind that some users, such as manage- 
ment and government, heve access advantages. 
The basic point of disagreement seems to stem 
from my views: (1) that in considering what infor- 
mation is relevant we should take into account that 
owners and other external users sometimes, under 
some conditions, make ‘ménageria]l’ decisions and 
(ii) that what can be leamed from ‘managerial’ 
decision models forms the basis for the deter- 
mination of what information is relevant to exter- 
nal uses, especially in regard to their evaluations of 
the goodness and outcomes of decisions. 


Identification of firms 


I believe that the clear specification of the charac- 
teristics of the type of firm under consideration is 
of great importance in gaining understanding and 
agreement about accounting issues. To put it nega- 
tively, I think that one cause of the continuing 
disagreement among some accountants is that they 
focus on different types of firms—they have tacitly 
adopted different firm models. Although F & N 
rightly concentrate on identifying users, they also 
make comments about firra models that lead me to 
believe that we have different firms in mind and 
that this is one cause of the divergence of our 
views. i 


The Going Concern Model 


Some version of the fim as a ‘going concern’ 
served as a firm model in accounting for a very 
long time. At one extreme, the firm as a going 
concern has been viewed zs one that must continue 
to replace its currently owned assets with exactly 
the same kind of assets until it liquidates. At the 
other extreme, the only requirement for a firm to 
be a going concern is that it has not formally 
wound up its affairs. What most accountants have 
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in mind when they speak of a going concern 
undoubtedly lies at various points on the con- 
tinuum between these two extremes. Nonetheless, 
the vast difference between the extremes troubled 
me because it presented a potential for vast mis- 
understanding among accountants when they in- 
voked the going concern concept. As a result, I 
examined the going concern concept in some de- 
tail. One conclusion of that examination (Sterling, 
1968, p. 497) was that the concept should be 
purged from accounting thought because it is 
ill-defined and confused. Fremgen (1968) indepen- 
dently reached almost indentical conclusions. 
Another result of that examination was that the 


‘conclusions, particularly the valuation conclu- 


sions, which used the going concern concept as a 
premise were invalid or unsound or both. At that 
time it was almost universally believed that a 
conclusive proof of the wisdom of historical cost 
reporting was to simply say that they are going 
concern values. At the same time it.was equally 


widely believed, and often uttered in the same 


breath, that a conclusive proof of the error of exit 
value reporting was to simply say that they are 
liquidating values and therefore not relevant to a 
going concern. My inability to corroborate such 
‘proofs’ strengthened my conviction that the con- 
cept was excess baggage and should be purged. 

I am happy to report that the mention of a going 
concern in: the learned journals has become in- 
creasingly rare in recent years. Even the laggard 
authoritative literature, e.g., FASB Concepts 
Statements, no longer lists it as a basic concept of 
accounting. Nonetheless, F & N (p. 145) resurrect 


that hoary notion for the purpose of making the 


unexplained suggestion that ‘...for going con- 
cerns, exit values should not form the main valu- 
ation basis, but would be useful as notes.’ I have 
only the vaguest idea of what they mean by ‘going 
concern’, even less idea of the logical connections 
they have discovered between that concept and the 
conclusion that exit values should not form the 
main valuation basis, still less idea as to how they 
arrive at the conclusion that exit values would be 
useful as notes, and no idea whatsoever of the 
criteria they use to segregate the main valuation 
basis from notes. 

In addition, it seems to me that being a going 
concern vs a liquidating concern are options that 
are available to owners and they individually or 
collectively need to decide which option they pre- 
fer. Thus, it seems to me that we put the cart before 
the horse: instead of the going concern being a 
preliminary condition to be used by accountants to 
decide what information to report to owners (or 
where to report it),. being a going concern is the 
result of a decision by owners to whom account- 
ants need to supply information relevant to the 
decision. If I am right about that, perhaps we can 
amuse ourselves in the midst of all this seriousness 
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by contemplating the conundrum of the account- 
ant who was required to prepare a report for 
owners before the decision was made (because the 
owners needed information to decide whether to be 
a going concern or a liquidating concern) but was 
also required to wait for the decision to be made 
before preparing the report (because the account- 
ant needed to know which option was selected in 
order to decide what to report, i.e., report going 
concern values if it was a going concern and 
liquidating values if it was a liquidating concern). 


The Trader Model 


My conviction that a major cause of disagree- 
ment among accountants stemmed from 
differences in tacit firm models caused me to want 
to be quite explicit about the characteristics of the 
firm that I considered. In addition, I believed that 
it was more productive and efficient to move from 
the simple to the complex. For both reasons, I 
posited a trader in commodity futures in Enterprise 
Income and gave a rather detailed description of 
the pertinent characteristics of that firm and its 
setting. Almost all of the received criticism has 
been directed at the firm rather than the reasoning 
or conclusions.! F & N continue that tradition. 
They are evidently quite troubled by the firm and 
its setting. 

Although I readily admit that commodity 
trading firms are relatively rare and unimportant, 
I believe that they are worth considering. First, it 
has always seemed to me that the contrast should 
be between the posited firm model and other types 
of firms rather than between unreal and real firms 
because there are, in fact, real firms that trade 
futures contracts and the question of how to 
account for them is both real and disputatious, 
having been addressed by FASB as well as in 
the learned journals, e.g., Bar-Yosef and Livnat 
(1984). Second, some of them are single com- 
modity trading firms that operate in almost per- 
fectly competitive markets, such as wheat and 
soybeans, and all available evidence indicates that 
they do in fact attempt to maximise profits. (At 
least there is no evidence that any of them attempt 
to minimise profits.) Thus, the posited firm is real, 
albeit simple, and the described setting is also real, 
albeit rare. 

For these reasons, it seems to me that the 
primary question to be addressed is whether the 
conclusions drawn in regard to that firm in that 
setting are or are not valid. Some critics, perhaps 
including F & N, bypass the validity issue because 
they have doubts about extensibility: 


'A common criticism has been to contrast the simple firm 
to real firms and the restrictive setting to real world settings, 
thereby implicitly or explicitly relegating the subject matter to 
unreal firms in an unreal world. 
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The accounting entity . . . [considered] is a single 
commodity trading venture which is attempting 
to maximise profits in a perfectly competitive 
market. Clearly these assumptions are 
sufficiently material to make the extension of 
Sterling’s developed theory, from his simple 
model to other types of firms, at best a haz- 
ardous venture. (F & N, p. 145) 


I have long been disappointed by critics who 
express such doubts rather than address the valid- 
ity of the conclusions because I fully agree that 
extensibility is an open question. Indeed, the very 
last words in Enterprise Income express the re- 
stricted applicability of the conclusions and char- 
acterise beliefs about their extensibility as ‘un- 
supported conjectures.’ 

In any event, the question of extending those 
conclusions to other types of firms must be second- 
ary because if the conclusions are not valid, then 
the extensibility question would not be broached.’ 
Surely no one would want to extend invalid con- 
clusions and therefore concern about extensibility 
must indicate belief that the conclusions are valid. 
Since F & N raise the extensibility issue, perhaps 
I should take that as evidence of their tacit agree- 
ment with all the reasoning and conclusions in 
Enterprise Income. If so, I congratulate them on 
their rare perspicacity. 


Mainstream Firms 


F & N (p. 145) note that ‘... one of the obvious 
drawbacks of Sterling’s work... [is his failure] to 
adapt his theory to cover mainstream commercial 
and industrial companies.’ J think this is a legiti- 
mate criticism of Enterprise Income and I would 
fully agree with raising it if their review had been 
restricted to that work. However, F & N brought 
under their purview two other works that are in 
fact attempts to adapt or extend the theory to 
cover mainstream firms. The firm model consid- 
ered in Toward a Science was said to be exemplified 
by airlines, car rental companies, and the like, and 
was specifically intended to cover the accounting 
issues of such mainstream companies as Hertz, 
Avis, PanAm, TWA, and so forth. ‘Costs vs 
Values’ attempted to bring additional types of 
firms and assets, such as merchandise and re- 
ceivables, into its ambit. 


Now that mainstream firms have been 


2Some accountants, not F & N, think that extensibility is 
the primary question and that validity is dependent on a yes 
answer to that question. I encountered that reversal of logic 
in discussions with three FASB members who alleged that 
it would be incorrect to account for the market value 
(undifferentiated between current cost and exit value) of shares 
owned by closed end mutual funds (as recommended in ‘Costs 
vs Values’) because accounting for the market value of the 
assets of General Motors would be impossible, inappropriate, 
ridiculous, etc. 
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examined—extension or adaption has been 
attempted—perhaps we can turn our attention 
away from criticism of the tvpes of firms and focus 
on the question of what kird of information such 
firms should report. 


Summary 


I am not clear about exéctly how F & N view 


firm models and their place in the process of 


deciding what to report. However, it seems appar- 
ent that our views differ. F & N evidently believe 
that invoking the going concern firm model allows 
accountants to decide what values to report while 
I believe that reporting vélues allows owners to 
decide whether to be a ging concern. F & N 
criticise one work because they fear the hazardous 
venture of extending its theory from a simple firm 
model to other more compEx firm models yet they 
get no comfort when otker works attempt the 
venture and survive the kazards, albeit scathed. 
F & N are pained by one work because its firm 
model is not a mainstream company yet they do 
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not seem to get relief from other works whose firms 
models are mainstream companies. 
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Is Sterling Correctly Valued? 


I. A. M. Fraser and C. W. Nobes 


Sterling (1985) takes issue with us (Fraser and 
Nobes, 1985) under two headings. His points are 
clearly made. Let us try to establish whether real 
differences remain. 


Identification of users 


Our main concern was to add an element of 
caution into the application of the work of Sterling 
and others to standard setting for financial report- 
ing to shareholders. Published financial statements, 
auditors and accounting standards are of relevance 
mainly in cases where owners are separate from 
managers. In the USA, for example, ‘generally 
accepted accounting principles’ are only enforce- 
able for companies registered with the Securities 
and Exchange Commission. It is these ‘public’ 
companies that must be seen as the main target for 
the Financial Accounting Standards Board and 
(though perhaps less obviously) for the Accounting 
Standards Committee in the UK and equivalent 
bodies in other countries. Thus, a theory relating 
to the valuation basis for published financial state- 
ments should be relevant particularly to owners 
(and others) who are not managers. 

However, Sterling (1985, p. 241) suggests that 
‘such separation is a special case’. This special case 
perhaps covers the greater part of GNP, but our 
main point is that it is the case that accounting 
standards and our arguments are about. Even 
within this ‘special case’, Sterling suggests that 
minority owners can sell the company’s assets. 
Such cases might occur: (1) where the other owners 
agree, or (ii) in particular court cases. Under UK. 
law at least, the first point would require the 
removal of the directors, and would certainly be 
very rare, as would the second point. So, for most 
of the companies that we are interested in, for most 
of the time, most shareholders cannot or do not 
arrange to sell their company’s assets. Thus, al- 
though the realisable values of assets may be of 
interest to shareholders in ‘public’ companies, it is 
not clear that such values will be the most inter- 
esting or the only interesting facts upon which to 
base financial statements. Sterling agrees that 
‘(minority) shareholders are not (individually) able 
to buy or sell a company’s assets’ (his brackets) 
but insists on focussing on the very unusual case 
where shareholders vote on whether to do so. 


Turning to the use of accounting information for 
evaluation of past decisions, Sterling considers 
that: 


evaluators have the right to evaluate decisions 
on the basis of the decision model that the 
evaluators believe to be correct even if the 
decision makers do not use that model (p. 242). 


While seeing the force of this, it should be noted 
that Sterling’s views elsewhere (e.g. 1981, p. 111) 
are that the main purpose of balance sheets is to aid 
ex ante decision-making about buying and selling 
assets. Sterling might also suggest that evaluation 
is a major use of published income statements, but 
elsewhere he himself seems not to value income 
information highly (at least in the context of 
depreciable assets) unless it is for ex ante decision 
making (1981, p. 123, lines 4-9). 

If evaluation were seen as the main use of 
financial statements, much of the argumentation in 
Sterling’s earlier work would turn out to be less 
relevant and it would be still necessary (and more 
difficult?) to prove that exit values are the most or 
only interesting facts to report. If evaluation is a 
supplementary use, then supplementary exit value 


Information (see below) could be provided for 


those who chose that decision model (assuming, 
for the moment, that exit values were not chosen 
for the main use). 


Identification of firms 


Sterling regrets that we resurrect the ‘hoary 
notion’ of the going concern (p. 243). However, 
although others may have claimed that exit values 
are not relevant to a going concern, we did not. 
Nor did we advocate the going concern as an 
accounting concept. Nevertheless, we would con- 
trast going concerns with concerns where a deci- 
sion has been taken to liquidate. In such unusual 
cases the arguments for the primacy of exit values 
in reporting obviously become much stronger. 

This point is inextricably linked to that above 
about the users. Although owners acting jointly 
could decide to liquidate the business, they very 
seldom do, and we do not believe that this is 
mainly due to a shortage of exit value information 


in annual reports. Management and auditors will 


have taken a view, at each reporting date of a 
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‘public’ company, on whetaer the business will 
be liquidated. Normally they decide against this 
option, and this makes exit value information less 
important for the ex ante decision-making of 
shareholders than it would atherwise be. For, even 
in their role as providers of information for ex ante 
decisions, financial statemenis still report on a past 
day and year. They will be most useful as predic- 
tors of the future for external users if they are 
based on the decision of the directors and the view 
of the auditors that the business is not soon to be 
liquidated. This does not of course prove that exit 
values are not the most useful or the only useful 
information even in norma! cases, but it seems to 
weaken the case for exit values and we regard the 
burden of proof as with the advocates of that basis. 
In summary, and to answer Sterling’s queries (p. 
243), by ‘going concern’ we mean in this case a 
business where managers and auditors have taken 
the view that the business is not about to be 
liquidated. Since, in the vast majority of cases of 
the sort of companies for which external financial 
reporting is important, that decision has been 
taken by managers (and is not reversed by share- 
holders) it is clear that the main decisions of 
shareholders lie elsewhere. For decisions based on 
the forecasting of future cash flows from shares, 
bases. of valuation other. than exit values of the 
company’s assets may be as good or better. The 
case for exit values as the main basis of valuation 
for the ex ante decisions of ‘public’ company 
shareholders is not proven. By ‘main basis’ (a 
further query of Sterling), we mean the basis used 
for the numbers on the face of published financial 
statements. The ‘notes’ aze supplementary infor- 
mation. We do not understand why Sterling can- 
not see how ‘exit values would be useful as notes’ 
(p. 243), if it were found that another basis was on 
average more useful as the main basis. After all, 
there are supplementary users and supplementary 
uses. Nor do we understénd why it is difficult to 
distinguish between the main basis and supple- 
mentary information (p. 243). We have merely 
taken it as given, for the moment, that financial 
statements use one basis on their face, but may be 
supplemented by notes using another basis. 
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Thus, Sterling’s conundrum (p. 244) is not 
difficult to solve. The managers should no doubt 
examine exit values in deciding whether to 
liquidate (and the shareholders may wish to check 
this decision). However, our main interest here is 
in the ex ante decision-making of external users. 
For them, the accountant knows that in general the 
main decision is not about liquidation of the 
company’s assets, and he can proceed to prepare 
financial statements on that basis. It seems to us to 
be not proven that exit values are the one correct 
solution in this case, though we would encourage 
the publication of exit values, at least as notes. 

Turning to the trader model, we do not dispute 
that Sterling’s model building in Enterprise Income 
(Sterling, 1970) is valuable. Our concern is only 
with its extensibility’ to companies for whom exter- 
nal financial reporting is important. It is the suc- 
cess of the extension in Toward a Science (Sterling, 
1979) and ‘Costs vs Values’ (Sterling, 1981) that we 
have been questioning. As Sterling requests (1985, 
p. 245) we have been focussing on what kind of 
information should be reported; and the compa- 
nies that concern us are those for whom external 
financial reporting and accounting standards are 
Important. 
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Book Reviews 


External Financial Reporting. Bryan Carsberg and 
Susan Dev (editors). Prentice/Hall International, 
1984, xiv + 193 pp. £20. 


This is a collection of twelve essays written in 
honour of Harold Edey, Professor Emeritus of 
Accounting at the London School of Economics 
and Political Science, ‘as a mark of recognition of 
his outstanding contribution to the development of 
the academic profession of accounting in British 
universities and to the forging of links between 
members of the accounting profession in academe 
and members in practice’ (p. 1x). : 

The essays cover a wider range of topics than the 
title of the volume would ordinarily suggest, and, 
while they relate predominantly (and naturally 
enough) to the British environment, they deal with 
issues which are of interest to many outside the 
UK. The essays are arranged according to the 
alphabetical order of authors’ surnames. 

John ‘Arnold, writing on Capital Market 
Efficiency and Financial Reporting, provides a criti- 
cal review of efficient capital market research. He 
concludes that such research has limited usefulness 
for accounting policymakers, that is, the formu- 
lators of accounting standards, ‘and others inter- 
ested in attempting to assess the social welfare 
implications of alternative methods of financial 
reporting’ (p. 14). 

Peter Bird, in discussing The Complexities of 
Simplified Accounts, points out that there may be 
conflict between some of the arguments advanced 
in favour of simplified financial reports of compa- 
nies. He suggests that shareholders’ lack of knowl- 
edge of accounting measurement rules cannot be 
overcome by simplified reports: either shareholders 
have to be educated to an appropriate level of 
understanding or the whole basis of accounting has 
to be changed to what the layman thinks it is. Also, 
if technical terms have to be explained or replaced 
by amplified non-technical language, the volume of 
reports would be considerably increased. However, 
the provision of financial data in chairmen’s state- 
ments, interim reports, preliminary statements and 
financial highlights are aspects of ‘multistage’ re- 
porting which can convey information in relatively 
small and digestible quantities and forms to suit 
the needs of readers of varying levels of knowledge. 

Bryan Carsberg’s paper on The Quest for a 
Conceptual Framework for Financial Reporting dis- 
cusses the purposes of a conceptual framework, the 
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objectives of financial reporting and some of the 
elements of financial statements. It provides a 
useful summary and analysis of relevant pro- 
nouncements and exposure drafts of the Financial 
Accounting Standards Board. He concludes that 
‘considerable benefits could probably be obtained 
in the UK from use of the part of the FASB project 
that has been completed, with no significant 
changes’ (p. 39). 

Susan Dev asks: Are Management Accounting 
Standards Guidelines Necessary? Her answer is that 
if ‘management accounting is a complex and dy- 
namic subject practised by business organisations 
that are subject to a variety of environmental 
influences,...short, generalised guidelines... are 
likely to be of limited practical help’ (p. 51). What 
might be useful, however, would be detailed prac- 
tical guidance on ‘generally accepted management 
accounting practice’ in particular industries. 

An interesting analysis of a well-known case in 
partnership law 1s made by E. A. French in Garner 
v. Murray—The Case for the Plaintiff. This case 
has caused controversy among accountants over 
many years. The change made in the law by the 
Partnership Act, 1890 is clearly indicated and 
arguments of counsel in the case, as well as stat- 
utory provisions and earlier case law, are dis- 
cussed. The author states that “because account- 
ants did not study the arguments of Garner’s 
counsel, they failed to fully understand the judg- 
ment’ (p. 80). 

In Liability Measurement: The Case of the 
Lessee’s Obligation, Ronald Ma examines the 
problem of classification and measurement of 
finance . lease liabilities. He concludes that ‘ac- 
countants have not fully thought through present 
value calculations and have erred in the way they 
classify and report lease liabilities and other long 
term debts’ (p. 89). 

Richard Macve, in Accounting for Long-term 
Loans, analyses differing treatments of a set of 
three hypothetical issues of debentures. His exam- 
ination compares the treatment for each under 
traditional British practice, accounting standards, 
company law, taxation requirements, standard US 
accounting practice and US taxation, and points 
up anomalies which arise in British company law 
in respect of the costs of long-term borrowing. At 
the same time, he argues that ‘there would be little 
merit’ in the adoption in Britain of the American 
treatment of long-term finance. 
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R. H. Parker delves into history in Reckoning, 
Merchants’ Accounts, Book -kzeping, Accounting or 
Accountancy? The Evidence of the Long Titles of 
Books on Accounting in England, 1543-1914. Of the 
main words in the titles used in former times, 
‘reckoning’ and ‘merchants’ accounts’ have disap- 
peared, as has the reference to recording ‘in the 
Italian manner’; they have ziven way to ‘book- 
keeping’ and either ‘accountmg’ or ‘accountancy’. 
The transition, Parker suggests, is a recognition 
of changes in the scope and practice of what 
accountants do. 

In Depreciation and Probability, Peter Watson 
and William T. Baxter provide a neat and clear 
exposition of the case for and against using proba- 
bility accounting for depreciation. They suggest 
that, although it is slightly superior to the usual 
historical methods, it ‘does not stand up to serious 
analysis. Current values are far sounder’ (p. 134). 

British Accounting Standards and the 
E.E.C.—Experiences in the Search for the Objec- 
tives of Financial Statements is the title of an 
account by Tom Watts of recent history in the 
promulgation of accounting standards. The prob- 
lems are by no means resolved, yet, ‘while we are 
still not clear about who financial statements are 
for (nor why nor what), some conflicting positions 
are emerging with more clazity, and this may help 
towards a solution’ (p. 146). The principal conflicts 
are between (i) certainty and prudence on the one 
hand and performance measurement on the other, 
and (ii) ownership or investor needs, and informa- 
tion about concentration of economic power. 

Some recent history is also covered in Geoffrey 
Whittington’s essay on Capital Maintenance Con- 
cepts in Current Cost Accounting: Recent Devel- 
opments in the United Kingdom. He traces pro- 
nouncements and discussicns over the past decade 
or so in relation to the concept of maintenance of 
capital enunciated or implizd in each development. 
He points out: ‘One possib.e lesson which might be 
learned ... is that pragmatic compromises will last 
only as long as they are seen to be useful in the 
circumstances of the day’ (2. 171), and: ‘Ephemeral 
solutions do, after all, give way in time to other 
solutions, which may be better’ (p. 172). 

A scholarly contribution is made by B. S. Yamey 
in Cost, Market or Something Else: Valuation in 
Some Early Treatises, in which attention is directed 
to the expressions used by a number of authors 
(prior to 1850) in valuing fixed assets and merchan- 
dise. 

One welcome feature o= this collection of essays 
is the overall clarity of the writing. Both academics 
and practitioners, whethe: in the UK or elsewhere, 
could well benefit by reading and pondering 
upon the issues raised by the contributors in this 
publication. ; 


Melbourne L. Goldberg 
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Management Accounting Research and Practice. 
David Cooper, Robert Scapens and John Arnold 
(eds). The Institute of Cost and Management 
Accountants, 1983. 373 pp. 


‘Nearly half of the companies professed to have 
a flexible budget approach... [yet most of them] 
had no formal routines which could be used to 
determine which costs behaved in a fixed, variable 
or other manner.’ 

‘...50% [of managerial performance reports] 
did not distinguish between controllable and non- 
controllable elements.’ 

‘There was a considerable emphasis on payback; 
reactions to DCF were all qualified...’ 

‘There was no evidence of the application of 
more “advanced” techniques of capital budgeting 
and appraisal...’ 

‘The advocates of the marginal cost approach 
appear to have influenced only about 5% of re- 
sponding firms.’ 

‘The conditions of inflation during the 1970s do 
not appear to have greatly affected the use of 
historical cost data for pricing decisions in the 
responding companies.’ 

Findings such as these, taken from empirical 
studies reported in the volume under review, illus- 
trate the gap which exists between management 
accounting as it is described in current textbooks 
and management accounting as it is practised in 
many—perhaps most—British firms. A concern 
with this gap is the unifying thread which runs 
through this collection of conference papers. 

Two main. kinds of explanation seem possible. 
One can assume that the textbook authors have got 
it right and that all their prescriptions ought to be 
followed in practice: the widespread failure to 
conform to those prescriptions must then be attrib- 
uted to ignorance, or to lags in the diffusion of new 
ideas, or to an irrational refusal to adopt sound 
practices. Alternatively, one can argue that many 
textbook recommendations are based on an 
oversimplified view of business realities, and that 
there may be perfectly valid reasons for the persis- 
tent neglect of those recommendations by a 
significant proportion of practising managers and 
accountants. The editors and most of the con- 
tributors to this volume favour the latter inter- 
pretation. It is a view which has profound impli- 
cations for the direction of management 
accounting research: for if optimal practice varies 
from firm to firm, progress will depend upon 
gaining a more detailed knowledge of the diversity 
of management accounting practices and of the 
particular circumstances in which each may be 
successfully applied. 

The opening paper by Robert Scapens sets the 
tone of the book. He argues that the textbooks 
cannot be right because their content has not 
changed significantly in the last 15 years—an inter- 
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val long enough for the forces of competition to 
compel the widespread adoption of any technique 
which confers a significant advantage upon its 
users. Moreover, the ‘conventional wisdom’ of the 
current textbooks is largely based on research of 
the 1950s and 1960s, and aspects of it have been 
challenged by research of the 1970s, especially in 
information economics and agency theory. He 
concludes that ‘a better understanding of existing 
practices is needed before useful prescriptions can 
be made’, and calls for more empirical studies of 
the role of management accounting in or- 
ganisations. 

Behavioural and organisational research in man- 
agement accounting 1s reviewed by David Otley. 
He notes that accounting researchers have been 
more prone to discuss theory than to get involved 
in empirical work, and that such empirical work as 
has been done tends to have a narrow theoretical 
base and to rely largely on questionnaires. Like 
Scapens, he sees a great need for intensive research 
into the functioning of accounting systems in or- 
ganisations. Of special interest is his explanation 
why so little of it is being done: 


...jJunior staff seeking tenure and/or pro- 
motion are motivated to engage in types of 
research having payoffs that are both quick and 
relatively certain. Thus theoretical speculation 
and literature reviews are emphasised where 
there is a market for their publication (UK), and 
empirical work that is straightforward and 
highly controlled where an empirical content is 
considered necessary (USA). Descriptive studies 
of how accounting works in practice are likely 
both to take too long a time to perform and 
utilise methodologies that are seen as somewhat 
suspect as they do not conform to the canons of 
rigour developed in the experimental sciences. 


= Senior staff who might be interested in longer- 
term studies are unlikely to find the blocks of time 
necessary to carry out the work personally, and 
research students in accounting are hard to come 
by. Moreover, it may be difficult to obtain access 
for extended investigations of the operation of 
accounting systems unless the researchers on site 
can carry conviction with senior management. 
Otley therefore sees a need for funding which 
would allow experienced researchers to be ap- 
pointed on a full-time basis for a period of years. 

Michael Earl reviews the research literature on 
management information systems, with particular 
attention to the ways in which information is used 
by managers, the design and development of infor- 
mation systems, and information resource man- 
agement. He suggests that some of the approaches 
which have proved fruitful when applied to 
management information systems could with 
advantage be applied to management accounting 
systems: in particular, the evolutionary approach 
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to system design, user involvement in system 
development, and cost/benefit analysis. 

A study by Andrew McCosh and Sydney How- 
ell, on the evolution of planning and contro! 


.systems during inflation, is noteworthy for the way 


in which it combines structured and unstructured 
approaches. Having become convinced that ‘the 
current fashion for rigorous quantitative analysis 
has thrown out the baby of relevance in the search 
for an unimpeachably hygienic variety of meth- 
odological bathwater’, the researchers sought to 
ensure that each manager interviewed would feel 
free to raise those issues which were important to 
him. Accordingly, each interview began with a 
wide ranging discussion of the role of the manager, 
and of the planning and control issues facing him: 
during this part of the interview, the researcher did 
not mention the word ‘inflation’ unless the man- 
ager did. Later in the interview, when the struc- 
tured questions were being answered, the manager 
was given the opportunity to explain, if need be, 
why a particular question did not quite fit his 
situation. 

G. Gregory and J. Piper report on a detailed 
study of the control of raw material stocks in 13 
batch manufacturing firms, all of which were 
owner-managed and employed fewer than 100 
people. They encountered a very wide range of stock 
control behaviour, matching the variety of situ- 
ations faced by the different firms. The literature 
on inventory control was found to have little rele- 
vance: if offered ‘sophisticated solutions to simpli- 
fied problems while the practitioners were search- 
ing for simple solutions to sophisticated problems.’ 

In other contributions to the volume, Janette 
Rutterford argues the need for empirical studies to 
discover why incentive schemes for salesmen are 
based on sales rather than profit contribution; 
Coates, Smith and Stacey report on an in- 
vestigation of the management accounting prac- 
tices of 14 divisionalised companies; Scapens, 
Gameil and Cooper examine the information pro- 
vided for pricing decisions in 99 manufacturing 
firms; Finnie and Sizer identify the data used for 
the financial evaluation of numerically-controlled 
machines in 22 companies; and Bernard Cox dis- 
cusses aspects of value-added incentive schemes in 
47 companies. 

The longest article in the book is P. J. Cadle’s 
63-page review of research in capital structure and 
dividend policy: the connection between it and the 
remainder of the volume is perhaps best described 
as tenuous. 

Taken as a whole, this collection of papers 
presents a challenge to textbook writers and pub- 
lishers, researchers, funding bodies and journal 
editors. It will be interesting to see to what extent 
these challenges are taken up. 


The University of Melbourne F. K. Wright 
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An Introduction to Financial Management. Glenn V. 
Henderson, jr., Gary L. Tren: epohi and James E. 
Wert. Addison-Wesley, 1984. ix + 648pp. £15.50. 


With so many excellent books on managerial 
finance available today one is bound to wonder 
whether there is room for yet another in this area. 
However, this well-written newcomer is, as its title 
suggests, aimed at the relatively sparsely populated 
introductory level, and if it were not so obviously 
prepared for the American market it would be a 
strong candidate as a first-yeer text for accounting, 
business studies and econom:cs undergraduates in 
the UK. It is therefore particularly unfortunate 
that it contains a good deal of material which 
describes in some detail the CS institutional setting 
(for instance, in relation to taxation, securities 
regulation and accounting standards) and which 
will inevitably deter British teachers from adopting 
it for their courses. This is a pity, since many of the 
self-contained chapters give z good introduction to 
the subjects under discussion and explain clearly, 
with a careful use of numerical examples and 
diagrams, the main points az issue. Moreover, the 
‘authors have been careful to refer to more ad- 
vanced topics and summarise recent theoretical 
developments, but without going into the complex 
detail which might confuse first-year students. 
The book 1s divided into five parts: Introduction 
(2 chapters); Capital Investment Analysis (4); 
Working Capital Management (4); Corporate 
Financing (5); and Special Topics (3). There is 
also a 46-page appendix on Federal Income Taxes 
and a useful Glossary cover.ng a further 18 pages. 


The first chapter of the Introduction gives an 
overview of financial management as a subject, but 
this is followed by another which tries to explain 
the nature of published firancial statements and 
how to analyse them, all within the space of 33 
pages. It is of course quite impossible to do this 
adequately i in so brief a spece, and as a result this 
chapter is one of the weakzst in the book. 

The second section on Capital Investment Anal- 
ysis is far better, the first of the four chapters 
lucidly explaining the principles of compound in- 
terest. This is followed by a chapter dealing with 
the valuation of fixed interest stock and of shares, 
and explaining how such deta can be used to derive 
a company’s cost of capital, discussion of the 
Capital Asset Pricing Model (CAPM) being iso- 
lated in an appendix. Capital budgeting techniques 
are then examined in some detail, and the problems 
of ranking, unequal prcject lives and capital 
rationing touched on, before the problems of 
risk adjusted capital budgeting are addressed. The 
latter is well done, and :he implications of the 
CAPM explained particularly clearly, again in an 
appendix. 

The third section of the book, on Working 
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Capital Management, starts with a chapter which 
explains the use of budgeting statements and in 
particular the use of detailed cash projections. 
Reference is made to the use of computer based 
spreadsheet packages, sensitivity analysis, and how 
to derive forecasts using causal modelling tech- 
niques. This is followed by a short chapter out- 
lining the underlying principles of working capital 
management, which are then elaborated under the 
chapter headings of Managing Current Assets 
(cash, listed securities, debtors and inventories) 
and Short-term Financing and Term Loans, al- 
though many of the instruments and procedures 
described are peculiarly American. 

The section on Corporate Financing starts with 
a chapter on leasing, much of which is spent 
describing the provisions of Financial Accounting 
Standard (FAS) 13 and the Inland Revenue Service 
(IRS) requirements. The following chapter on debt 
and leverage identifies the different types of bor- 
rowing instruments available in the United States 
before explaining operating and financial gearing 
in terms of break-even analysis. The next deals 
with equity finance and begins by describing vari- 
ous voting procedures found in the USA and 
which can determine control of a company. Share- 
holders’ preemptive rights under common law are 
then explained before dividend and stock re- 
purchasing policies are examined, together with 
stock splits and the nature of preference shares. 
This leads into the next chapter, which contains a 
very clear discussion of the role of convertibles and 
warrants, and a useful outline of listed options and 
their valuation. The final chapter in this section 
deals firstly in general terms with the capital struc- 
ture problem before describing the role US in- 
vestment banks play in raising new capital for 
industrial and commercial companies. This in turn 
provides a ready pretext for discussing the general 
nature of the federal securities laws. However, it is 
somewhat surprising that this chapter deals so 
briefly with the capital structure debate—even 
elementary texts these days generally illustrate 
the arguments with diagrams and/or numerical ' 
examples, but not this one. 

The final section of the book deals with three 
Special Topics, the first being the problems of 
international financial management. The chapter 
on this is inevitably very general in nature, de- 
scribing the various types of risk that arise, types 
of transactions, currency markets, and the inter- 
national monetary system. The second special 
topic is growth and firm size, and the chapter on 
this identifies the various determining factors and 
methods of expansion, in particular the role played 
by mergers. The final topic concerns the reorgan- 
isation and liquidation of companies, the chapter 
dealing with this first of all identifying failure, its 
causes and the possible remedies, before describing 
the provisions of the US bankruptcy code which 
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are concerned with liquidation, reorganisation and 
compositions with creditors. 

Overall, if a British teacher finds the coverage 
outlined above corresponds reasonably closely 
with his requirements for a first year introductory 
course in financial management, and he is prepared 
to put up with the fact that the institutional 
descriptions are American, he could do far worse 
than put this book on his list of recommended 
reading. It is well written, and there is apparently 
a Student Study Guide as well as an Instructor’s 
Resource Guide to accompany it. 


University of Liverpool Richard Morris 


Principles of Accounting. Dempsey Dupree and 
Matthew Marder. Addison Wesley, 1984. xv + 1069 
pp. £26.05. 


This 1s one of the best introductory text books 
to come on to the market for some time. Initially, 
one might be discouraged by the price and by the 
sheer size of the book and be tempted to think that 
two medium sized books would be better than one 
large book, but such feelings are rapidly dispelled 
by the smooth way in which the subjects are 
approached. 

Each chapter begins with its stated objectives so 
that the student is in no doubt as to what he ought 
to have achieved by reading the chapter. This is 
reinforced by problems and discussion questions at 
the end of each chapter and solutions at the end of 
the book. There are excellent, easily understood 
flow charts and very comprehensive diagrams to 
help the student visualise how the systems work in 
an applied situation. The student may also be 
encouraged in his studies by reading the pithy little 
career sketches that intersperse the book outlining 
‘how I became a success through studying account- 
ancy’. Having one book cover the basics of 
financial and management accounting may be ad- 
vantageous in that both areas are approached in 
the same fashion and therefore may be seen to 
interlock. 

Although students might experience a little 
difficulty with the terminology, this will be helped 
by the glossary at the end of each section. The only 
chapter that would have no application in the UK 
is chapter 26 on income tax considerations and to 
a lesser extent chapter 12 on price-level problems 
where only the American view is expressed. 

From a teaching point of view, such texts do 
everything possible to ease preparation and exam- 
ination by providing solutions manuals, trans- 
parencies and test banks and now software as well. 
Since the book has been developed from teaching 
experience, we can assume that.it has been well 
tested and has few bugs in it. 
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If the book has any negative points then perhaps 
the first would be the difficulty of persuading a 
student to spend £26.05 on one introductory book. 
The price also obscures the fact that the total 
student package of working papers, study guide, 
practice sets and software will cost a lot more than 
£26.05. There seems to be an assumption that all 
students will have ready access to a computer— 
and perhaps American students have. In addition, 
many American students have work experience 
either before or during their studies and so find it 
easier to relate teaching to practice, while UK 
students rarely have work experience and might 
find this a little more difficult. The disadvantages 
are however far outweighed by the advantages of 
this clear and concise introductory text. 


University of Dundee Moyra J. MclI. Kedslie 


Accounting for UK Company Taxation. J. Larry 
Scrimgeour. Longman, 1984. x + 260 pp. £6.75. 


This is a technical book with a fairly detailed aim. 
It is a textbook not on corporation tax, but on 
accounting for the tax. However, substantial intro- 
ductory discussion of the workings of the elements 
of the UK corporation tax system is included. The 
explanations are clear, and there are many numer- 
ical illustrations and questions. Indeed, the ques- . 
tions, answers and reprints of SSAPs 8 and 15 take 
up well over half the book. 

The problem with the book for university use 1s 
its self-confessed ‘how-to-do-it? approach (back 
cover). Thus, for example, the discussion of the 
ACT rate is not linked to income tax (p. 25); and 
SSAP 8’s daft rule on the treatment of franked 
investment income is not questioned (p. 23). When 
explanations are attempted they are doubtful. For 
example, the imputation system is said to eliminate 
the bias against dividends (p. 2), whereas it only 
does so for basic rate or lower taxpayers; the 
imputation system is said to have been introduced 
to harmonise with Europe (p. 2), whereas only 
Belgium and France were using it in 1973; the 
introduction to discussion of deferred tax puts 
depreciation and entertainment expenses together 
(p. 104), whereas the latter is nothing to do with 
deferred tax (as the author notes much later); 
growing deferred tax balances of the 1970s are 
blamed on capital allowances (p. 112) without 
mentioning inflation which is the essential ingredi- - 
ent (nor is stock relief mentioned here); and the 
coming of SSAP 15 is said to have greatly 
benefitted large companies (p. 116), whereas it was 
only their financial statements which appeared 
better, and only to those who knew little about 
accounting. 

The book was written before the 1984 tax 
changes, which is bad luck. However, the author 
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sensibly chose 50% as a tax ratz (although it is used 
when it is not strictly appropriate; i.e. for ‘small 
companies’ on pp. 3 and 5; this is of importance in 
that a majority of UK compénies do not pay the 
full rate). However, the 1984 changes do reveal the 
dangers of giving unnecessary hostages to fortune: 
the author assures us that ‘To suggest further that 
the basis of company taxaticn in the UK might 
change—e.g. by the withdrawal of capital 
allowances—is also unrealistic...’ (p. 112). 
Despite these difficulties, tae book is a useful 
technical description of the treatment of UK taxes 
in company accounts. It would make a valuable 
reference work or second book on some courses. 


University of Strathclyde Christopher Nobes 


Corporate Finance and Treasary Management. 
D. Hodson (editor). Gee & Co. (Publishers), 1984. 
£97,50. | 
There is currently a very great shortage of 
good treasury management literature in the UK. 
This book was originally intended to cover those 
tasks normally undertaken by the corporate 
treasurer, but this proved to 2e impossible as the 
corporate finance and treasury management func- 
tions are so closely interwoven. We therefore have 
a book on both of these funct.ons, put together by 
a large number of practising managers, each of 
whom is claimed to be an expert in his chosen field. 
This volume has been produced in loose-leaf form, 
which it is hoped will be updated bi-annually. It 
has been edited by Daniel Hodson, the Group 
Finance Director of Unigate and the Chairman- 
Elect of the Association of Corporate Treasurers. 
There are 24 chapters in this edition, split up 
into 8 major sections, viz., equity, debt, risk man- 
agement, cash management, financial organis- 
ation, financial markets, government and pensions. 
There is also a statistical section containing share 
price information and other useful source data. 
There can be little complain: about the range of 
subjects covered, although it might be argued that 
there should be separate chapters on the manage- 
ment of fixed assets and inventories. A line must 
inevitably be drawn, however, in a wide-ranging 
book of this nature. 

The task of an editor ir producing a book 
covering this range of subjects is very difficult. One 
initial problem is the level at which the subject 
matter should be covered. I was rather surprised at 
the elementary nature of some of the material 
provided, especially as the bok is primarily aimed 
at senior financial managers in industry from 
financial directors downwarcs. The nature of the 
book does mean, however, that one can easily skip 
through the elementary material and get to the 
more demanding and complex subject matter. - 
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It is also extremely difficult in a book of this 
nature to ensure that all topics are adequately 
covered. I was disappointed to find that the man- 
agement of trade creditors (or payables) was only 
allotted two pages (pp. C2/30-32) in the risk 
management section. Later in the book, however, 
I found that payments were dealt with in the cash 
management section where they were allotted 36 
pages (pp. D3/3-39). I would anticipate therefore 
that most students of corporate finance and trea- 
sury management will find their ‘pet’ subject dealt 
with, although it will not always be found in the 
most obvious place. 

The depth of coverage will obviously not satisfy 
many academics. Some of the writers have, how- 
ever, been through MBA and other similar aca- 
demic courses and in these cases there is a genuine 
effort to relate academic ideas to what actually 
happens in practice. In other sections there is less 
awareness of current academic thought, although 
reasons are frequently provided as to why aca- 
demic and business ideas do not coincide. For 
example, business usage of the internal rate of 
return (IRR) method of capital investment ap- 
praisal in preference to the net present value (NPV) 
system is explained very succinctly in three lines, 
i.e., IRR does not require a discount factor to be 
agreed in advance and it is easier to explain to 
management. This will not satisfy many academics, 
although the author does state that ‘it is probably 
true that NPV is technically preferable than IRR’ 
(pp. E3/21). 

On balance, however, I feel that Daniel Hodson 
and his editorial board have done a very impressive 
job in putting into print what they consider to be 
current business ideas on corporate finance and 
treasury management. This volume will un- 
doubtedly be acquired by many financial directors 
and accountants, although it will unfortunately not 
be read by many students as the current price will 
mean that it will generally be a purchase out of 
business funds rather than a personal aid to study. 


University of Exeter Patrick R. A. Kirkman 


Depreciation Problems in the Context of Historic 
Cost Accounting. Christopher Nobes. Deloitte Has- 
kins & Sells, 1984. 33pp. 


In 1984 the directors of Woolworth Holdings 
published accounts in which property assets were 
revalued in the balance sheet. The debit for depre- 
ciation was split between the historical cost por- 
tion, charged to profit and loss, and the revalued 
portion, charged to the revaluation reserve. ‘Pure’ 
historical cost accounting (HCA) was thus mingled 
with modified HCA (MHCA). This treatment was 
supported by Woolworth’s auditors and backed by 
Counsel’s opinion. Others have expressed doubts 
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about its legality or its propriety. (See Account- 
ancy, June 1984, p. 15; August 1984, p. 18; and 
October 1984, pp. 10 and 61). 

In this monograph Professor Nobes considers 
the above treatment and concludes that the argu- 
ments in favour of split depreciation seem no worse 
than those against. However, his discussion raises 
wider issues. If companies want to use HCA (and 
most at present apparently do) they should, Pro- 
fessor Nobes suggests, stick to the pure article, 
avoiding the ad hoc element introduced by the use 
of MHCA. At the same time he makes it clear that 
he supports the introduction of supplementary 
information, including notes on current asset 
values, as part of the total information set. 
(Incidentally, he uses ‘articulation of the accounts’ 
to mean the absence of reserve accounting. I would 
prefer to restrict the application of this term to 
the inclusion of the profit and loss account and 
balance sheet in the same double entry set of 
numbers). 

So far at least as listed companies are concerned, 
Professor Nobes points out, the market appears to 
see through variations in accounting treatment. If 
new knowledge can be winkled out of the financial 
statements, sophisticated investors can get it as 
well from supplementary information as from the 
double entry columns. The efficient market hy- 
pothesis implies that non-skilled investors cannot 
extract more information from the accounts for 
their decisions than is already implicit in the price 
of the relevant shares. The conclusion is that the 
role of the HCA accounts should be seen as limited 
to reporting on ‘stewardship’ in the narrow sense 
of the term: i.e. to recording in the traditional form 
‘what has been spent and received’. 

Professor Nobes also argues that comparability, 
consistency and objectivity call for the use of pure 
HCA. It is not clear, however, that these points are 
consistent with the previous line of argument, at 
_ least so far as listed companies are concerned. Why 
is comparability in the double entry numbers so 
useful if the unsophisticated user cannot get useful 
performance data from the accounts and for the 
skilled reader it doesn’t matter? Professor Nobes 
does indeed make the point, however, that the 
market is likely to be less efficient for non-listed 
companies. 

But in any case, does pure HCA necessarily give 
better comparability than may be got from 
MHCA? HCA depreciation produces different 
figures for similar assets bought at different times. 
It is true that it produces a certain kind of consis- 
tency of treatment, but so far as indications of 
performance are concerned this may amount 
simply to being consistently misleading.-As for the 
objectivity claimed for pure HCA depreciation,. 
this derives from the use of a basis figure which 
may have no current relevance for the measure of 


performance. The method of .depreciation, the. 
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asset life selected and the estimate of residual value 
are no more objective than in modified HCA, or 
for that matter, CCA. Should the objection be not 
so much to the use of MHCA as to its use 
occasionally and haphazardly? 

Professor Nobes also mentions simplicity as an 
advantage of pure HCA, but it is at least dis- 
putable whether it has this merit for non- 
accountants. I suspect that many laymen would 
regard an attempt to reflect current values in 
balance sheets and current costs in profit state- 
ments, even if ‘subjective’, as a move in the direc- 
tion of greater simplicity as well as greater 
significance. Indeed the apparent simplicity is a 
dangerous simplicity. HCA balance sheet totals 
usually have little economic meaning. The profit 
and loss numbers cannot be shown in general to 
have any close or consistent relationship to the 
company’s economic performance. As accountants 
we should all be aware of this. But most politicians, 
Trades Union leaders, journalists and many others 
who can influence opinion, policy and behaviour 
are not. 

Professor Nobes argues that confidence may be 
lost if wide variations in practice continue. But 
there are two kinds of confidence to be considered: 
confidence in recording ‘what was spent and re- 
ceived’; and confidence in the quality of the num- 
bers as indicators. The latter calls for a much more 
widespread understanding of the limitations of 
HCA, and especially pure HCA, accounts than 
exists now. 

So I think that Professor Nobes’ case for pure 
HCA would be stronger if it were backed up by 
proposals for more vigorous publicity on the lim- 
itations of such accounts. It could be made clearer 
to users that HCA does not normally by itself 
produce adequate data for performance assess- 
ment. HCA accounts should be seen as having the 
primary and limited function of satisfying legal 
requirements of stewardship reporting in a narrow 
sense and of allowing the legally permissible divi- 
dend to be determined. (It might perhaps be noted 
that pure HCA can be turned into CPP without 
loss of purity; a point that bears on its relevance 
for tax assessment.) 

Pure HCA accounts could be seen as strictly 
legal and Germanic, containing, nevertheless, cer- 
tain components which can usefully be combined 
with supplementary data and other information in 
the process of interpretation. Data supplementary 
to the accounts could indeed usefully include a 
more extended management interpretation than is 
usual at present, for example on the lines of 
*“Management’s discussion and analysis of financial 
condition and results’ required by Regulation S-K 
of the SEC. 

To each copy of published accounts prepared 
under the pure HCA convention might be attached 
a- Government economic warning: “The profit 
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figure and asset values showr in these documents 
should on no account be taken by themselves to be 
an adequate representation of the economic health 
of the company.’ 


London School of Economics 
and University College of Wales, 
Aberystwyth 


Value for Money Auditing in the Public Sector. John 
J. Glynn. Prentice-Hall International 1984. 
xii + 212 pp. £24.95. 


Value for money is currently one of the most used 
clichés. Its obvious appeal makes it a special 
favourite with politicians and advertisers. In audi- 
ting too it enjoys a certain popularity but in this 
context it is used as a convenient term to describe 
a complex and developing concept. Value for 
money (VFM) auditing is concerned with the 
examination of the steps taken by management to 
secure economy, efficiency and effectiveness in the 
use of the resources under its control. 

Although some may claim that government 
auditors have been practising VFM audits for 
many years in the UK; it is only relatively recently 
that it has received much attertion in the literature 
and most would agree that it is still in its infancy. 
A few established American texts examine the state 
of government auditing in that country. In the UK, 
where the leading accountancy firms have gone to 
great lengths to expand the:r public sector in- 
volvement, to my knowledge only one has pub- 
lished a VFM audit manual. John Glynn therefore 
makes a valuable contribution to the literature in 
producing a book which examines the underlying 
principles and which provides practical guidance 
for their application. The autkor advances a num- 
ber of reasons in support of VFM audits: the UK 
public sector consumes almost half the gross do- 
mestic product; it lacks a cleer profit motive and 
competition; political considerations enter into the 
decision making process; ani, finally, the very 
nature of accountability for public funds. 

Economy and efficiency are considered together 
in one chapter. For auditors this represents a less 
problematical area than effectiveness but the 
author stresses the practical difficulties of devising 
appropriate performance measures, e.g. the advan- 
tages and disadvantages of camparative statistics 
are given equal prominence. Similarly the sug- 
gestion is made that auditors may require assis- 
tance from non-accounting specialists although, as 
no specific guidance is given >n whom to call or 
when, this appears to be entirely a matter for the 
VFM auditor’s judgement. 

The largely uncharted waters of effectiveness 
auditing are tackled in another chapter. Here the 
author explains the role of this aspect of auditing: 

‘programme evaluation, through effectiveness 
auditing, is measuring the exzent to which’ goals 
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have been attained.’ The problem is that goals or 
objectives are rarely specifically stated or 
quantified by decision makers and that, even where 
they are, measures of performance are difficult to 
produce. Some commentators have expressed the 
fear that the auditor may be tempted to question 
policy decisions, a step considered undemocratic 
and outside the bounds of the auditor’s remit. The 
author, however, gives no serious consideration to 
this potential risk. Each of these two chapters 1 iS 
followed by a useful case study. 

In some respects the text is adaptive rather than 
innovative, e.g. the chapter on forming a VFM 
audit unit draws heavily on existing material on 
audit committees. Elsewhere substantial extracts 
are taken from the literature of the government 
bodies of leading Commonwealth and North 
American countries giving an interesting inter- 
national flavour to the text but making the chapter 
on International Aspects largely unnecessary. 

I was surprised to find so few references to the 
literature and methodologies of internal and oper- 
ational auditors who have long been concerned 
with matters which are now considered under the 
VFM heading. Indeed the impression is given more 
than once that the role of the VFM auditor, as 
envisaged by the author, is more akin to that of an 
internal auditor, e.g. in the first chapter, it is stated 
that ‘the role of the auditor should be to support 

management by assisting in pointing out 
deficiencies and advising on possible courses of 
action.’ 

In a final chapter audit is placed in the wider 
context of financial control. Here the latest legis- 
lation affecting central and local government audit 
is reviewed (the latter is summarised in an appen- 
dix). The author expresses concern on two points 
in particular: firstly, that the advances on the VFM 
front will lose their impact unless other equally 
urgent reforms are effected, namely in the quality 
of management information; secondly, that the _ 
central government audit authorities are inexplica- 
bly secretive about their audit procedures and 
methods, which is in such marked contrast to the 
openness of their foreign counterparts. _ 

This is the first in a series of Research Studies in 
Accounting to be published jointly by Prentice- 
Hall International and the ICAEW. This combina- 
tion has produced a quality of presentation which 
previous Institute publications lacked: an eye- 
catching cover, bold chapter headings, headed 
pages throughout and, at last, good quality paper! 
The Institute’s contribution is its pricing policy 
(which puts the book beyond the reach of most of 
us). The lucky few who can afford it should not 
expect perfection however; they will find a number 
of typographical errors and an index which, save 
for the first chapter, bears little relation to the text. 


University College, Cardiff Roy Chandler 
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The Effect of SSAP 16 on 
Performance Measurement 


R. K. Ashton* 


Introduction 


The introduction and continued experimentation 
with a current cost accounting (CCA) standard in 
the UK stimulated such considerable controversy 
that its survival, even for the experimental period 
originally envisaged, was in doubt.. Whilst there 
has been debate (and literature) about the concep- 
tual aspects of price level accouniing there is only 
a small, though growing. empirical literature! on 
the effect of CCA on financial statements and on 
the figures thought to be used in financial ap- 
praisals. This paper will add to this growing litera- 
ture by reporting the effect that CCA had on the 
various indicators of perzormance of the top 100 
companies? in the UK in the first accounting 
period for which the accounting standard’ became 
mandatory. 

The next two sections will discuss the economic 
rationale underlying the eccounting issues and the 
research methodology employed in this paper. The 
last two sections will repcrt and discuss the impli- 
cations of the statistical evidence. 


Economic rationale 


The underlying economic issues can be analysed at 
the aggregate level (the macro issues) and the 
individual level (the micro issues). At the macro 
level, economic agents have to allocate resources 
between consumption and investment and, at the 
micro level, decide which entities should receive the 
resources allocated to investment. Utility max- 
imising agents in a neo-classical framework will 
allocate resources between consumption and in- 
vestment until at the margin they are indifferent 


*The author acknowledges tke extremely helpful comments 
of an anonymous referee on earlier versions of this paper. 

IIn the UK, see for instance, Current Cost Accounting, The 
Benefits and the Costs, Carsberg B. V. and Page, M. (eds), The 
Institute of Chartered Accountants in England & Wales, 1984, 
particularly Vol. 3, Thomson, L., The Effects of SSAP 16 
Inflation Adjustments in Published Accounts: An Empirical 
Survey, pp. 321-348. 

Times 1000, 1981/82, Lonion, Times Publishing Cor- 
poration, 1982, pp. 28-33. 

3ISSAP 16, Current Cost Accounting, Accounting Standards 
Committee, March 1980. 


between the two opportunities. The amount allo- 
cated to each will depend on their subjective rate 
of time preference which in turn will be a function 
of the returns available on alternative investment 
opportunities. The financial statements are 
thought to be an important information input 
when evaluating these opportunities. One dimen- 
sion of this appraisal is the distribution (con- 
sumption) and retention (investment) policy pur- 
sued by economic entities. In order to assess future 
consumption possibilities agents need information 
about both the amount needed to replace capital 
consumed during a period and the amount avail- 
able for new investment in capital stock. At the 
level of the individual entity this appraisal has an 
inter-entity dimension. How much are rival entities 
distributing? How much are they investing in re- 
placement investment and how much in new 
projects? 

Once an economic agent has decided on the 
allocation of his resources between consumption 
and investment he has to resolve the second ques- 
tion alluded to above: which entities should receive 
the resources allocated to investment (the micro 
Issues)? An economic agent will maximise utility by 
investing in those entities whose expected returns 
are the highest for any chosen level of business risk. 
This evaluation is often based on past performance 
using widely accepted indicators of performance, 
such as ratio analysis. This appraisal also has an 
inter-entity dimension: how well is company A 
performing relative to Company B? Whilst the 
macro and micro issues are inter-related, when 
economic agents assess the former they are likely 
to be more interested in the absolute accounting 
numbers, such as profit before interest and tax; 
and when assessing the latter they may use relative 
performance measures, such as ratios. To assess 
the importance of these two sets of numbers a 
benchmark is needed and, typically, evaluations 
proceed by comparing one entity’s performance 
with others, either in the same industry or across 
different industries. | 

To enable individuals to make allocation deci- 
sions on these two issues, the underlying accounting 
data should correspond as closely as possible to the 
information assumed in the traditional economic 


260 


models. That is, costs in both the profit and loss 
account and balance sheet should correspond to 
opportunity costs (see Edwards and Bell* for a 
highly developed form of argument along these 
lines). It is then argued that CCA more closely 
approximates opportunity costs than historical 
cost accounts (HCA) do. The basis for this claim 
is usually couched in terms of the distortions of 
HCA. The main distortions,’ and an assessment of 
the extent to which they are removed by CCA, are 
set out below. 


(a) The historic cost (HC) profit figure is a mixture 
of operating profits and holding gains® (or what 
has been referred to in the literature as cost 
savings). This may distort evaluation, as the trend 
in HC profits may be moving in the opposite 
direction to current cost (CC) operating profits (as 
a result of the holding gains component). 

(b) By not matching depreciation and cost of sales 
in current cost terms against sales revenue, HC 
profit is a misleading indicator of the amount 
available for distribution and reinvestment. This 
might result in an entity’s capital base being eroded 
as a result of imprudent distributions. Whilst CCA 
does not remove this distortion entirely, it is a 
more realistic guide to the amount available for 
distribution as it measures depreciation in current 
cost (opportunity costs) terms. 

(c) HCA does not disclose the effect of changing 
prices on non-monetary assets. Individuals require 
information about the size and amount invested in 
the various asset categories and the extent to which 
they have been financed by short/long term funds. 
HCA does not show the ‘value to the business’ of 
an asset and by implication the current value of the 
resources controlled by an entity. As a result, ratios 
which utilise the capital base of the entity, such as 
return on capital employed, gearing, asset turnover 
and return on equity, will give misleading ‘signals’ 
if HC rather than CC figures are used in the 
calculation of the ratio. 

(d) HC profit does not show whether profits are 
sufficiently large to maintain the long run viability 
of an entity. More specifically, by not measuring 
capital consumed and cost of sales in current cost 
terms, the indicators of long-run viability, such as 
dividend cover and interest cover, are overstated 
and potentially misleading. 


‘See Edwards, E. O. & Bell, P. W., The Theory and 
Measurement of Business Income, University of California 
Press, Berkeley, 1962, pp. 70-109. 

‘Except where otherwise stated this section is based on the 
Sandilands Committee Report, see Inflation Accounting, Report 
of the Inflation Accounting Committee, Cmnd, 6225, London, 
HMSO, pp. 217~221. 

For a contrary view see Prakash, P. and Saunders, S., ‘The 
Case Against Separation of Operating and Holding Gain’, 
Accounting Review, January 1979, pp. 1-23 and Drake, D. F. 
and Dopuch, N., ‘On the Case for Dichotomizing Income’, 
Journal of Accounting Research, Autumn 1966, pp. 192-205. 
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(e) Amey’ and Revsine® have shown that the 
current replacement cost (CRC) of an asset is a 
‘robust’ estimator of its expected present value and 
the former writer has shown that CRC is a good 
proxy for opportunity cost. 


From the above discussion it is clear that the 
various distortions in HCA affect both the abso- 
Jute numbers (e.g. operating profit before interest 
and tax) and the relative numbers (e.g. ratios) 
thought to be used in performance appraisal. It 
follows that, as CCA reduces the distortions of 
HCA by more closely reflecting opportunity costs, 
measures of performance based on CCA will be 
superior (as indicators of resource allocation) to 
those based on HCA. The above analysis suggests 
that, in the past, resource misallocation may have 
occurred as a result of HC information. However, 
little is known about the empirical relationship 
between the CC and HC indicators of per- 
formance. The next section will discuss the empir- 
ical implications of this proposition. If the evidence 
suggests that the indicators of performance are 
closely associated, resources may not have been 
misallocated in the past as a result of HC account- 
ing information. Such a finding would support the 
view that CCA information should only be sup- 
plied where it can be justified on a cost-benefit 
basis.’ 


Accounting issues and research design 


The distortions in HCA are unlikely to affect 
entities uniformly for four reasons: 


(a) companies acquire fixed assets through time, 
and even within an industry, entities will 
have different replacement policies and will 
expand and contract at different rates; 

(b) companies have different stock-holding poli- 
cies and different production lead-times; 

(c) in the context of applying SSAP 16 (or the 
Exposure Draft, ED 35) companies have 
different capital structures; 

(d) relative prices are likely to change at 
different rates over time depending on 
diverse factors such as world trade and 
technology. . 


Supporters’ of CCA would therefore argue that, 
if a sample of companies were examined, the 
impact of the CC adjustments on the HC numbers 
would not be systematic. That is, there would be 
no statistically significant relationship between the 


7Amey, L. R, The Efficiency of Business Enterprises, 
London, George Allen & Unwin, 1969, p. 78. 

’Revsine, L., Replacement Cost Accounting, Prentice-Hall, 
Englewood-Cliffs, New Jersey, 1973, pp. 95-100. 

*For a good discussion of this issue, see Carsberg, B. V., and 
Page, M. J. (eds), Volumes | and 4 (see note 1). 

For an example see the discussions in the Sandilands 
Report, Chapter 7 (see note 5). 
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HC and CC numbers and, as a corollary, economic 
agents would not be able to predict the CC num- 
bers from the HC figures, -rrespective of whether 
the comparison were based on the absolute num- 
bers (such as operating profit before interest and 
tax) or on ratios (such as return on capital em- 
ployed). It follows that, if the respective HC and 
CC numbers are highly correlated, CCA will alter 
the absolute figures (by a scaling factor) but not the 
relative importance of a company within a sample 
of companies. This can be illustrated by taking an 
extreme sample. If we suppose that the HC and CC 
numbers were perfectly correlated, the ranking of 
a company within each series would be the same. 
The converse would be true if there were zero 
correlation between the numbers. The implications 
of these two propositions for resource allocation 
are as follows: where there is perfect (zero) cor- 
relation, resources will not (will) be misallocated if 
HC numbers rather than CC numbers are used, to 
the extent that decisions are based on inter-firm 
comparisons. 

The statistical testing can be conveniently di- 
vided into two distinct seccions. The first examines 
the absolute numbers and :n particular the HC and 
CC profit before interest and tax. This figure is 
often used by analysts tc appraise relative com- 
pany performance and as a starting point for 
forecasting future cash flows and appraisals of 
dividend and retention policies. To test whether the 
two series were correlatea, four measures of cor- 
relation and association were calculated. These 
measures are discussed in more detail in the next 
paragraph which deals with the testing of the 
ratios. These measures w2re supplemented by re- 
gressing the CC pre-tax and interest earnings of 
each company in the samble on the corresponding 
HC figures. If the resul-ing regression line is a 
‘good fit’ (as measured by the coefficient of deter- 
mination) this would be statistical evidence of 
association at least. It would also support an a 


The definitions follow those in Reid, W. and Myddleton, 
D. R., The Meaning of Company Accounts, Gower Press, 1982, 
pp. 27-48. These are: 


Earni Share (EPS) Earnings after tax 
a re Fi 8 
sa a as Number of ordinary shares in issue 


Earnings per share 
Dividend Cover = sical Bie 
Dividend per share 


Profit before interest and tax 





Return on Capital employed IAPA 
Return on Operatirg 
Assets, as 3 above, except that 
investment income was 
excluded from tke 
numerator and the 
book value of investments 
from the denominatcr; 
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priori theory of causality which predicted that CC - 
profit was a function of HC profit. 

The second stage in the analysis tests the degree 
of association between the relative measures of 
performance thought to be used by analysts, such 
as return on capital employed. Ten ratios‘! were 
calculated on both bases and they were ranked in 
each series. To test the correlation between the 
rankings of the HC and RC ratios, two non- 
parametric’ tests were applied: the Spearman and 
Kendall rank correlation coefficients. This was 
supplemented by two other non-parametric tests: 
the Sign and Wilcoxon Matched Pairs Signed 
Ranks Test. The function of the last two tests is to 
ascertain the causality of the differences in the 
ranks of the two series, i.e. whether differences are 
attributable to scaling or more fundamental fac- 
tors. It might be asked why two different types of 
statistical tests have been applied to the data. The 
reason is that parametric statistics are appropriate 
where the data are stated in absolute terms, and the 
non-parametric statistics referred to above are 
more appropriate where the data are ranked. 

Of the various adjustments required by SSAP 16 
the most controversial is the gearing adjustment. 
Given this and the possibility that it might distort 
the statistical tests, the effect of the gearing adjust- 
ment was isolated where appropriate. 

_ The companies included in this study were se- 
lected from the Times 1000. The sample is made up 
of the top 100 companies who published both a 
CCA profit and loss account and balance sheet for 
an accounting period which ended during the 
period Ist November 1980 to 3lst October 1981 
inclusive. 


Results 


To test whether the differences in the absolute 
numbers were significant, the CC pre-tax and 
interest numbers were first regressed on the corre- 


Operating Profit before interest on tax- 


Profit Margin = 
Turnover 
Debt 
Gearing = —— ee 5 
z Capital employed 


Turnover 

Asset Turnover =——_—_-—----—; 
Operating assets 

Profit after tax ; 

Shareholders’ funds’ 


Profit before interest and tax 


Return on Equity = 


Interest Cover = ; 
T Interest 
; urnover 
Fixed Asset Turnover = 


Fixed assets 

"For a discussion of these tests see Siegal, S., Non- 
Parametric Statistics for the Behavioural Sciences, McGraw 
Hill, 1956, pp. 68-83; and Conover, W. J., Practical Non- 
Parametric Statistics, Wiley, 1982, Chapters 1 and 2. 


262 


Table 1 
Regression results £million 
(a) Excluding the Gearing Adjustment 
CC = (7.25) + 0.73 HC 
(2.3) 0.0041 Standard Error 


Coefficient of determination (R?) =] 


(b) Including the Gearing Adjustment 
= (6.96) + 0.80 HC 
(1.95) 0.004 Standard Error 
Coefficient of determination (R*) ==1 


sponding HC counterparts. The relevant equations 
are reported in Table 1. The high coefficients of 
determination in both cases show that there is a 
very high degree of association between the two 
series and that the gearing adjustment has little 
effect on either the explanatory power of the 
equation or the coefficients. The equations also 
show that, to the extent that a theory of causality" 
can be established between the two variables, the 
coefficients for both the constant term and inde- 
pendent variable are highly significant (based on 
the usual t-test) and are consistent with the finding 
of Thomson (1984). The values of the coefficients 
correspond to what might be expected a priori: the 
constant coefficient has a negative value and value 
of the slope coefficient is less than one. The non- 
statistical significance of these results is that, if an 
economic agent knew the transformation 
coefficients (i.e. the constant and slope terms), he 
would be able to calculate the CC figures by 
applying the transformation coefficients to the HC 
figures. The importance of this finding may be 
limited if these coefficients are unstable over time 
and it suggests an area where empirical research 
might be undertaken. Another area which might be 
investigated further is whether there is any re- 
lationship between the slope coefficient and general 
industrial indices,’* such as the ‘all stocks index’ 
which is published on a monthly basis by the 
Department of Trade and Industry. 

The second series of tests ranked the absolute 
numbers in each series and tested the degree of 
association between them. The results are reported 
in Table 2. It is self-evident from the Table that the 
two series were highly correlated (as measured by 
the Spearman and Kendall coefficients) and that 
inclusion of the gearing adjustment increases the 
degree of association between the two series. The 
Sign and Wilcoxon results are consistent with and 
supplement these findings. In summary, the results 


For a more detailed review of this question, see Kendall, 
M. and Stuart, A., The Advanced Theory of Statistics, Griffin 
& Co., 1979, Vol. 2, Chapter 26. 

4For a preliminary analysis of this see Gray, S. J. and 
Skerratt, L. C. ` L., ‘How Useful are CCA Disclosures to 
Investors?’, Accountant’s Magazine, December 1982, pp. 
445-447, 
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Table 2 

Rankings of historic cost profit before 

interest and tax and current cost profit 
before interest and tax 

Excluding 
Gearing 

0.80 

Z = 11.50 

0.94 

t = 25.68 

0.15 

0.22 


Including 
Gearing 
0.85 
12.13 
0.96 
33.63 

0.60 
0.86 


Kendall 
Spearman 


Sign 
Wilcoxon 


The reported results of the Sign 


and Wilcoxon tests in Tables 2-4 
inclusive represent the probabilities 
that the results of the tests were ob- 
tained by change. Thus, where the 
statistic is in excess of 0.05 or 0.01 
(depending on the confidence level 
selected), the hypothesis that the two 
variables being tested are related can- - 
not be rejected. By corollary, where 
the probabilities are <0.05 (or 0.01), 
the null hypothesis (of no difference 
between the two series) must be re- 
jected. 





of both the regression and correlation tests show 
that there was a high degree of association between 
the HC and CC pre-interest and tax figures 
and that CCA did not alter the rankings of the 
companies in the sample. 

The second series of tests examined the degree of 
association between the relative numbers (the 
ratios). The results are T in Table 3, The 
ratios with the highest corre lation coefficients are 
interest cover, asset turnover, ring and profit 
margin. The weakest are Pies ae return on 
equity and earnings per share. These findings are 
confirmed by the Sign and Wilcoxon tests. The 
only ambiguous ratio is return on capital employed 
for which the Kendall and Spearman correlation 
coefficients show a fairly strong relationship in 
contrast to the results of the Sign and Wilcoxon 
tests. This result could be explicable in terms of the 
generality of the tests. The Sign and Wilcoxon tests 
are more powerful than the Kendall and Spearman 
tests. These tests were supplemented by examining 
the sensitivity of the affected ratios (return on 
capital employed, return on operating assets, profit 
margin and interest cover) to the gearing adjust- 
ment. The results are reported in Table 4 and show 
that the relationship is stronger in each case, 
although caution should be exercised (for the 
reasons discussed above) in interpreting the return 
on capital employed ratio. 

In summary the degree of correlation between 


The relationship is even stronger if stock is included in the 
closing balance sheet at historic cost. 
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Table 3 \ 
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Correlation coefficients of ten selected ratios as supplemented by the Sign & Wilcoxon tests 


Return Return 

on on 
Dividerd Capital 
Cover Employed Assets 


0.63 0.69 0.69 
8.94 9.91 9.84 
0.80 0.87 0.86 
12.88 17.62 17.12 
0.19 0.012 0.35 
0.24 0.003 0.66 


Kendall 0.65 
Z= 9.28 
0.81 

t = 13.49 
Sign 0.0 
Wilcoxon 0.0 
Notes 

1. Sample size = 100. 


2. No account is taken of tne gearing adjustment. 


Spearman 


Operating Profit 


Fixed 
Asset 


Return 


Asset on Interest 


Margin Gearing Turnover Equity Cover Turnover 


3. Dividend cover was included for completeness. I am grateful to the referee for pointing out that it is not 
necessary to run this test, besause earnings per share, which is the numerator of the dividend cover ratio, has 
already been tested and div-dend per share is invariate to HCA and CCA. | 


the ratios was high in seven cases out of ten 
although, of the three ratios which exhibited the 
weakest relationship, two (earnings per share and 
dividend cover) are widely used by analysts and 
investors in company appraisals. The Sign and 
Wilcoxon tests, with one exception, support the 
correlation findings and, in seven out of ten cases, 
support the hypothesis tha: differences in the two 
series attributable to scalirg factors could not be 
rejected. 


Implications of the results 


The results can be analysed in terms of the two 
stages of statistical testing. It was found that there 
was a high degree of association between the 
figures for HC and CC profit before interest and 
tax. This finding was supported by the correlation 
and Sign and Wilcoxon tests. Further research 
might examine whether the relationship holds over 


Table 4 





time and for the relationship between the CC 
figures and the HC figures adjusted by a general 
index, such as the ‘all stocks index’. The findings 
as they relate to the ratios are less conclusive. 
Whilst the ratios thought to be important in inter- 
nal appraisals of performance (such as return on 
operating assets, profit margin and asset turnover) 
were highly correlated, the results were less conclu- 
sive in the case of those ratios thought to be used 
by external users (e.g. return on equity, dividend 
cover and earnings per share). This suggests that 
CC accounts may be of more importance for 
external, rather than internal, performance evalu- 
ation. Thus, further research might be directed 
towards examining this in more detail and whether 
it persists over time. Another area for future 
research might be the gearing ratio which in all 
cases had the effect of improving the degree of 
association between the two series. Future research 
might examine the reasons for this result and the 
effect that the various alternatives put forward 


Correlation coefficients of the affected ratios as supplemented by 


the Sign & Wilcoxon tests 


Return on Return on 


Capital 
Employed 


0.70 
10.05 
0.88 
18.08 
0.002 
0.00 


Kendall 


Spearman 


Sigr. 

Wilcoxon 

Notes 

1. Sample size = 100. 


Operating Profit 


Interest 


Assets Cover 


0.70 
9.98 
0.87 
17.15 
0.13 
0.13 


Margin 


0.79 
11.30 
0.94 
28.09 
0.52 
0.39 


2. These ratios include the gearing adjustment. 
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have on the various performance indicators tested 
in this paper. 

The above findings, with reservations, support 
the proposition that, whilst the use of CCA alters 
the absolute value of the performance indicators 
tested in this paper, it does not alter the relative 
importance of those indicators. From this it fol- 
lows that resource allocation (based on inter-firm 
comparison) is not significantly affected by the use 
of CCA" and that, if the findings of this study 
apply in the past, significant mis-allocation of 
resources will not have occurred as a result of HC 
information. 

These conclusions must be tentative for two 
reasons which relate to the interpretation and 
implications of the results. There was some 
reordering in the rankings of companies and some 
were more affected by CCA (as measured by 
the correlation coefficients) than others were. 


The results reported in this paper would be descriptively 
important in any event, given the nature of the standard. 
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Peterson,” in the context of the effect of intro- 
ducing general price level accounting, has com- 
mented that any reordering is significant because it 
suggests that decisions might have been different 
had price level adjusted data been available. Fur- 
ther research using smaller samples (possibly on an - 
industry basis) should be directed towards deter- 
mining the extent to which reordering takes place. 
The second qualification relates to the limited (by 
definition) nature of this study. Only one year’s 
results have been analysed, and little is known 
about the parameters that economic agents use in 
the evaluation process. These by necessity have 
had to be assumed. Further research might be 
directed at how the performance indicators used in 
this analysis move over time and at the more 
fundamental question of what parameters are 
actually used by economic agents. 


Peterson, R, J. ‘Inter-Industry Estimation of General Price 
Level Impact on Financial Information’, Accounting Review, 
January 1973, pp. 34-43. 
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The Deprival Value of Durable Assets* 


Carl J. Norstrem 


Introduction 


In the accounting literature, three alternative gen- 
eral bases are often used for the value of an asset: 


(i) The replacement cost cf the asset (RC); 

(ii) The net realisable value (or current disposal 
value) of the asset (NE.V); and 

(iii) The present value of the expected future net 
receipts from the asset, or ‘economic value’ 
(PV). 


As was pointed out by Solomons (1966) and 
Parker and Harcourt (196¢) there are six ways in 
which valuations of an asset can be ranked in order 
of magnitude. These six cases and the basis of 
valuation recommended Sy Solomons and by 
Parker and Harcourt are given in Table 1. 

The reasoning used in Table 1 is that the value 
of an asset is equal to the minimum unavoidable 
loss to the firm if it were deprived of the asset. This 
argument has been attributed to Bonbright (1937). 
The value in the last column of Table 1 is often 
called the deprival value of the asset. A substantial 
number of authors have endorsed this mode of 
evaluation, e.g. the influenzial Sandilands Commit- 
tee (1975). 

Time and age of an asse: is not explicitly consid- 
ered in Table 1. This is done e.g. by Baxter (1971 
and 1975), Baxter and Carrier (1971) and Peasnell 
(1984). Baxter often bases the derivation of the 
deprival value on the argument that the benefit of 
a current machine is equal to the minimum average 
annual cost of operating a new machine. The 
deprival value is then irdependent of revenues. 
This approach will often lead to results identical to 
those given by the approéch in this article. Baxter 
does include revenues, however, when it is neces- 
sary to do so. 

Unfortunately, there seem to be divergent views 
on the definition of replacement cost. According to 
Peasnell (1984) there are three alternative ways of 
defining it: 


(i) the current replacement price of an asset as if 
it were new (‘gross’ replacement cost) less an 
allowance for depreciation; 


ratte 





*The first version of this paper was written while the author 
was visiting the Jesse H. Jones Graduate School of Adminis- 
tration at Rice University. I would like to thank Philip W. 
Beil, Wiliam T. Baxter, Robert S. Kaplan, Stephen A. Zeff 
and three referees for advice and comments. 


(ii) the current cost of obtaining the service poten- 
tial embodied in the existing asset from the 
cheapest source, due allowance being made for 
differences in capacity, operating costs, etc.; 
and 

(iii) the current outlay required in acquiring a used 
asset of the same age and in the same condition 
as the existing asset. 


The purpose of this article is to give a reasonably 
unified treatment of the deprival value under cer- 
tainty when the purchase price of the asset is higher 
than the net realisable value. This corresponds 
roughly to cases 3, 5 and 6 in Table 1, and is- 
normally true of plant assets. A definition of 
deprival value is given which builds on the ideas of 
the authors cited and on dynamic programming (a 
mathematical theory developed by Bellman, 1957). 
Some general results are derived from the 
definition. Due to the explicit treatment of time, 
the deprival values obtained by the definition here 
will not always coincide with the deprival values 
obtained from Table 1, at least when replacement 
cost is taken to be equal to purchase price. When 
the replacement cost is not defined as being equal 
to purchase price, it is possible to construct a 
depreciation schedule resulting in identical de- 
prival values, but in the author’s opinion this 
comes very close to making replacement cost 
equal to deprival value by definition, when 
PV > RC > NRV. 


A definition of deprival value 


We shall consider only one type of asset. The 
purchase price, net realisable value and cash flows 
from the asset may depend on the age of the asset 
and on calendar time.’ Hence, it may be profitable 
to sell the asset and replace it by another asset 
performing the same service. 

The objective of the firm is taken to be max- 
imisation of the present value of future cash flows 
from the existing and future assets. There is as- 
sumed to exist a perfect capital market, where the 
firm may borrow or invest at the rate of interest. 


'In dynamic programming terminology the age of the asset 
and the calendar time are the state variables. It is possible to 
include more factors among the state variables at the cost of 
a rapid increase in the number of computations. 


266 


Table 1 
Recommended valuation 


Conditions 


Case 


For convenience, the interest rate, i, is assumed to 
be constant in all periods. The discount factor is 

= 1/(1 +i). The length of the time period is one 
year. Time i is at the end of year t. 

Let CC(k, t)=the purchase price or current 
entry cost of a k-year old asset at a time 2; 
NRV(k, ¢) =the net realisable value of a k-year- 
old asset at time ¢; I(k, t) = the cash inflow in year 
t from owning the asset during its Ath year; 
U(k, t) = the cash outflow in year t from owning 
the asset during its kth year. 

The abbreviation CC(k, t) is used to emphasise 
purchase price or, in Edwards and Bell (1961) 
terminology, current entry cost, and not neces- 
sarily replacement cost according to other 
definitions. 

At time t, the firm may either own a k-year-old 
asset, or not own the asset and be considering 
investing in it. Let V(k, t) = the maximum present 
value of future net receipts from the existing and 
all future replacements, when the current asset is k 
years old at time ¢; V(d, t) = the maximum present 
value of future net receipts from the opportunity to 
invest in the asset and all future replacements, 
when the firm at time ¢ does not own the asset. 
V(ġ, t) will be positive if it is profitable to invest 
in this type of asset presently or in the future. It 
cannot be negative, since the firm may choose not 
to invest in the asset. 

As an illustration, consider the following simple 
example. A machine may be bought for 10,000 and 
sold 1 year later for 4,500. The net cash flow from 
operation of the machine is 8,000. The machine 
may be replaced by an identical machine, which 
again may be replaced, and so on. The interest 
rate, i = 0.10. Since the firm, after the initial outlay 
of 10,000, will receive a net cash receipt of 2,500 
(8,000 + 4,500 — 10,000) each year, the present 
value of investing in this infinite chain of machines 
is: 


V(@, £) = — 10,000 + 2,500/0.10 =-15,000 


The maximum present value of future net receipts 
from a new machine and all future replacements is: 


V(d, t) = 2,500/0.10 = 25,000. 


The maximum present value of future receipts 
from a l-year-old machine and all future replace- 
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The correct basis 
of valuation is 


ments is: 
Vd, £) = 4,500 + 15,000 = 19,500, 


since it is optimal to replace the machine immedi- 
ately. In this simple example all cash flows are 
independent of calendar time and the ¢ in V(k, t) 
and V(@, t) may be suppressed. 

Since it is possible at time ¢ either to sell the asset 
or to continue using it for at least another year, the 
maximum present value of a k-year-old asset is: 


NRV(k, t) + V(@, t) 

a[I(k + 1,¢+ 1) 
—U(kK + 1,¢4+1) 
+V(K+1,t+ 1) (1) 


If it does not own the asset, the firm may buy a 
k-year-old asset, k =0,1,2,..., or wait for at 
least another year. 

Hence: 


V(k, t) = Max 


aV(o, t +1) 


V(@, t) = Max 4 Max[~—CC(k, 1) 


+V(k, t)}],k =0,1,2,... (2) 


Together, (1) and (2) determine the values of 
V(@, t) and V(k, t) for all k and £. It is assumed 
that optimal solutions exist. 

As mentioned in the introduction, Bonbright 
(1937) defined the deprival value of an asset as the 
loss to the firm if deprived of the asset. Like Baxter 
(1971) and Peasnell (1984) we define the deprival 
value as the difference between the present values 
with and without the asset, i.e. 


D(k, t) = V(k, t) — V(@, t), (3) 


where Dik, t) denotes the deprival value of a 
k-year-old asset at time ¢. The definition will be 
illustrated in the next section using two numerical 
examples. 

Certain results may be derived from equations (1), 
(2) and (3). Following (3) and (1): 


D(k, t) 2 NRV(k, t) 
and following (3) and (2): 
Dik, t) £ CC(k, t) 


(4) 


(5) 
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The deprival value will always be greater than or 
equal to the net realisable velue, and less than or 
equal to the purchase price o? an asset of that age. 
This result may be made mcre precise. It follows 
from (1) and (3) that (4) holds with equality if and 
only if it is optimal to sell the asset. In the same 
manner it follows from (2) end (3) that (5) holds 
with equality if and only if it -s optimal for the firm 
without the asset to buy an asset exactly k years 
old. Hence the following conclusions are valid: 


1. The deprival value of a k-year-old asset is 
equal to its net realisable value if and only if it is 
optimal to sell the asset. 

2. The deprival value of a k-year-old asset is 
equal to its purchase price i7 and only if it would 
be optimal for the firm to tuy an exactly k-year- 
old asset if it does not own the asset. 

3. In all other cases the deprival value of a 
k-year-old asset will be greeter than the net real- 
isable value and less than the purchase price. 

As will be clear from the results stated above, 
and will be demonstrated by the numerical exam- 
ples in the next section, the deprival value defined 
by these rules will often be different from the 
deprival values as defined in Table 1 when replace- 
ment cost is set equal to purchase price. | 

If there 1s no reinvestment after the existing asset 
is sold, however, the two definitions will coincide, 
when the replacement cost is identical with pur- 
chase price. This result is obtained by setting 
V(@¢, t) = 0 for all future t in equations (1) to (3). 
Then V(x, t) is the maximum present value of the 
future net receipts from che existing machine, 
which is equal to the maximum of PV and NRV 
in Table |. 

4. In the case of no reinvestment, the deprival 
value defined by (3) will coincide with the deprival 
value defined in Table 1 if replacement cost is set 
equal to purchase price. 


It will be shown by a numerical example that it 
may be optimal to reinvest even if the present value 
of the existing asset is less than the purchase price 
of an asset of that age. In another example it is 
shown that it may be optimal not to reinvest now 
even though the present value exceeds the purchase 
price. These results, whica do not seem to be 
commonly known, imply that the two definitions 
of deprival value may differ both in cases 3 and 5 
in Table 1, if replacemert cost is set equal to 
purchase price. 


Two numerical illustrations 


The first numerical example will be a slightly 
larger version of the simple example in the previous 
section. A firm invests in a machine yielding a cash 
inflow I and a cash ottflow U(k), the latter 
being a function of the age of the machine. The 
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Table 2 
I U(k) CC(k)  NRV(k) 







k 

0 — ane 22,000 17,000 
l 20,000 10,000 16,000 12,000 
2 20,000 12,000 12,500 9,500 
3 20,000 14,000 10,000 7,000 
4 — 20,000 16,000 7,500 4,500 
5 20,000 18,000 5,000 


2,000 





purchasing price CC(k) and the net realisable value 
NRV(k) are also functions of the age of the 
machine. These values are given in Table 2. 

When the machine is sold, it may be replaced by 
a machine identical with the first one, except with 
respect to age. This new machine may later be 
replaced by an identical machine and so on. The 
optimisation problem consists in determining the 
age at which a machine should be replaced, and the 
age of the new machine. The objective is taken to 
be maximisation of the present values of all cash 
flows from the currently owned machine and 
future machines. The rate of interest, i= 0.10. 

It is well known that there exists a stationary 
optimal policy for each problem of this type, i.e. a 
policy of the form: sell the machine when it 
becomes n years old and replace it by an m-year- 
old machine.* A conceptually simple way to solve 
the problem is to calculate the present values of all 
possible values of m and n. 

In the present case it turns out that the optimal 
policy is to sell the machine when it is 3 years old 
and replace it by a 0-year-old machine. This policy 
is optimal in spite of the fact that the present value 
of a single machine is largest if it is sold at the age 
of 4 years. The net present value of a single 
machine that is kept for 3 years and sold, is? 


— 22,000 + 10,000- 1.17! + 8,000-1.1~? 
+ (6,000 + 7,000): 1.17? = 3,470 


The present value of the infinite chain of machines 
iS: 


V(b) = 3,470 + 3,470 -1.173 + 3,470 -1.176 +... 
= 13,952 (6) 


Due to the stationarity of the problem, the value 
is independent of calendar time. The values of V(x) 
may be found from (1) and (2) or from straight- 


2See Preinreich (1940). It is possible to construct examples 
where it would be optimal to keep an asset already older 
than n. 

322,000 is the purchase price of the machine. 10,000, 8,000 
and 6,000 are the net cash flows from operations of the 
machine, and 7,000 is the net realisable value when the 
machine is sold. 
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forward present value calculations. 
V(0) = 10,000- 1.17! + 8,000: 1.17? 
+ (6,000 + 7,000 + 13,952) 


x 1,173 = 35,952 (7) 
V(1) = 8,000- 1.17! + (6,000 + 7,000 + 13,952) 

x 1.17? = 29,547 (8) 
V(2) = (6,000 + 7,000 + 13,952): 1.17! = 24,502 


(9) 
V(3) = 7,000 + 13,952 = 20,952 (10) 


The deprival values D(k) are obtained by sub- 
tracting V(@) from V(k) and are given in the 
second column of Table 3. 

In order to find the commonly used deprival 
value of Table 1, the present values of a single 
k-year-old machine have to be calculated. The 
calculations presuppose that the machine is sold at 
the age of 3 years, which is the optimal decision. 


PV(0) = 10,000- 1.17! + 8,000- 1.17? 
4-(6,000 + 7,000): 1.173 = 25,470 (11) 
PV(1) = 8,000: 1.17! + (6,000 + 7,000):1,17? ` 
= 18,017 (12) 
PV(2) = (6,000 + 7,000):1.17'= 11,818 (13) 


The difference between (7) to (9) and (11) to (13) 
is that the present value of future machines is 
included in (7) to (9). The calculation of deprival 
value will first be based on the assumption that 
replacement cost is equal to purchase price, since 
there is no precise definition of how to calculate the 
replacement cost in other cases. The resulting 
deprival values are given in the third column of 
Table 3. A comparison of the second and third 
columns of Table 3 shows that, in this numerical 
example, the two definitions only yield identical 
deprival values when k = 0 (the optimal age of a 
machine to be purchased) and k =3 (when the 
machine should be sold). 

It may be of interest to study the reason for the 
differences in the two remaining cases in more 
detail. In case of k = 1, an assumption underlying 


Table 3 
Deprival values 


Age of 
machine, 


Deprival values based on: 
Table | 
RC=CC 


k Equations (1) to (3) 
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the deprival value in the third column in Table 3 
is that the firm being deprived of the asset will buy 
a 1-year-old machine. The loss from being deprived 
of the asset is then equal to the purchase price of 
a 1-year-old machine. It is optimal, however, to 
buy a 0-year-old machine, if the firm is deprived of 
the current machine. This is the underlying 
assumption of the deprival value in the second 
column. The case of k = 2 is even more interesting. 
Here, the present value of the cash flow from the 
current machine is smaller than the purchase price 
of a machine of the same age. This is often taken 
as an indication that the machine should not be 
replaced when sold, and this is the assumption 


underlying the deprival value in the third column. 


Clearly, this conclusion would be incorrect in the 
present case. 

I shall now try to sketch the approach of Baxter 
(1971) using the same illustration. The cost cash 
flows of a machine that is kept for three years are 
(after deduction of NRV at the end of the third 
year): 


(22,000; 10,000; 12,000; 7,000) (14) 
The minimum average annual cost is found by 
calculating the corresponding 3 year annuity, 
which is: 


(15) 


Since the firm obtains the cash inflow of 20,000 
each year whether it operates the current machine 
or a new machine, the gross benefit from owning 
and operating the current machine is a saving each 
year of 18,605. The deprival value of the machine 
may consequently be found by calculating the 
present value of the differences between (15) and 
(14) for the appropriate number of years. Thus the 
deprival value of the new machine is: 


8,605-1.17' + 6,605- 1.1? 


(0; 18,605; 18,605; 18,605) 


+11,605-1.1~* = 22,000, (16) 
and the deprival of a 1-year-old machine is: 
6,605: 1.17! + 11,605-1.1-? = 15,595 (17) 


This is in accordance with the second column in 
Table 3. 

It is now necessary to discuss the deprival values 
of Table 1 where replacement costs differ from 
purchase prices. The replacement costs and the 
deprival values will, of course, depend on how the 
appropriate allowance for depreciation of the cur- 
rent asset is calculated. If depreciation is calculated 
in accordance with Baxter’s approach, the deprival 
values will be identical with those recommended 
above. 2 

As a second illustration, suppose that the cash 


` inflows, instead of being constant, are a function of 
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Table 4 
The present values, V(x, £) 


Age of Calendar time, t 


machine, k 


24,305 
17,604 
12,783 
*9 305 


Ví, t) 2,095  **2,305 


Table 5 
The deprival values, D(k, t) 


21,818 
15,868 
10,909 
*7,000 


20,575 
15,000 
10,455 
*7,000 
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**] 062 


Age of Calendar time, ¢ 


machine, k 


21,818 22,000 
15,617 15,299 
10,636 10,478 

7,000 


calendar time (but are still independent of the age 
of the asset). Let the cash inflow vector be: 


(—; 18,700; 20,000; 19,500; 19,000; 
18,500; 18,000; 17,500;...) (18) 


Hence the cash inflow is 18,700 in the first year, 
20,000 in the second, and declines at the rate of 500 
a year thereafter. Note that this development is 
independent of the age of the machine. 

In the fifth year the cash inflow is 18,500, which 
is lower than the minimum average annual cost of 
the machine, 18,605. Clearly, it will not be 
profitable to invest in a new machine at time ¢ = 4, 
or later. The values of V(k,t) for t 24, may 
consequently be found by calculating the present 
values of the future net receipts of the current 
machine. The maximum present value of a 
l-year-old machine. at £ = 4 is e.g. 


V(1, 4) = (18,500 — 12,000): 1.17! 
+ (18,000 — 14,000 + 7,000): 1.17? 
= 15,000 (19) 


The other values of V(x, 4) are found in a similar 
manner and are given in the last column of 
Table 4. Since it is not profitable to invest, 
V(¢, 4) =0. Using the values for V(k,4) and 
V(@, 4), the values of V(x, 3) and V(@, 3) may be 
found using (1) and (2). These values are in turn 
used to calculate V(k,2) and V(¢,2), and so 
on. The resulting values of V(k,1) are given in 
Table 4. = 

The optimal decisions are found in the process 
of calculating V(x, t) and V(¢, t) and are indicated 
in the table by asterisks. One asterisk indicates that 





2 


20,575 
15,000 
10,455 

7,000 


the machine should be sold. Two asterisks indicate 
that the firm should buy a 0-year-old machine if it 
does not own a machine. Hence, a 3-year-old 
should be sold and replaced at time t = 2, and sold 
but not replaced at time t = 3. The deprival values 
are found by subtracting V(@, t) from V(k, t) and 
are given in Table 5. 

The deprival values according to the definition 
in Table 1, when replacement cost equals purchase 
price, are identical with those in Table 5, when 
there is no reinvestment (tf = 3 and 4) and when the 
machine is bought (¢ = 1,2: k = 0) or sold (k = 3). 
In the remaining cases the values differ. 

When the deprival values are calculated accord- 
ing to Table 1 using replacement costs not neces- 
sarily equal to the purchase price, the deprival 
values will again depend on how the appropriate 
allowance for depreciation is calculated. It is al- 
ways possible to construct a depreciation schedule 
yielding the deprival values of Table 5, but this 
comes very close to making replacement cost equal 
to deprival value by definition when 
PV > RC > NRV. The point may be illustrated by 
the two cases t = 0 and k = 0 and 1 respectively. 

The case where the firm owns a l-year-old 
machine at time 0 is considered first. The machine 
should be sold at time 2 (3 years old) and replaced 
by a 0-year-old machine which is sold at time ¢ = 5 
(3 years old). The total cash flows are:4 


(0; 6,700; —9,000; 9,500; 7,000; 11,000) (20) 


‘These net cash flows are found as follows: 6,700 = 
18,700 — 12,000; —9,000 = 20,000 — 14,000 + 7,000 — 22,000; 
9,500 = 19,500 — 10,000; 7,000 = 19,000 — 12,000; 11,500 = 
18,500 — 14,000 + 7,000. 
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If the firm does not own a machine at time 0, it is 
optimal to do nothing until time ż = 1 and then to 
buy a 0-year-old machine. This is optimal in spite 
of the fact that PV exceeds CC (and hence RC, 
since CC > RC) at t = 0, because the present value 
of waiting for a year is higher than the alternative 
of investing now (2,092 v 1,913). The new machine 
should be sold, but not replaced, at time t=4 (3 
years old). The cash flows are: 


(0; — 22,000; 10,000; 7,500; 12,000) (21) 


The deprival value of a 1-year-old machine at time 
t =Q is the present value of: 


(0; 28,700; — 19,000; 2,000; — 5,000; 11,500), (22) 


which is equal to 15,617. The deprival value ac- 
cording to Table 1 will be identical only if the 
replacement cost is set equal to the deprival value. 
This would imply, however, that the replacement 
costs depends directly on the cash inflows in 
periods | and 5. 

Another interesting case is that where the firm 
owns a 0-year-old machine at time ¢ = 0. Then the 
present value of the machine is 23,913, the net 
realisable value 17,000 and the purchase price 
22,000. In this case the purchase price seems to be 
a reasonable choice for the replacement cost, since 


>_ 322,000 is the purchase price of the machine, 10,000 = 
20,000 — 10,000; 7,500 = 19,500 — 12,000; and 12,000 = 
19,000 — 14,000 + 7,000. 
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buying a 0-year-old machine yields a higher 
present value than buying one of any other vintage. 
The deprival value according to Table 1 is equal to 
the replacement cost of 22,000, while the deprival 
value in Table 5 is 21,818. The reason for the 
discrepancy is that (as shown above) it is not 
optimal to buy a 0-year-old machine at time 0. 
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Attributability and Distributability of Profit. 
to Shareholders: A Note* 


Daniel Boussard 


Introduction 


In a recent article, Robert F. Sharp and Eric E. 
Spires (1983) discuss the measurement procedures 
of profit attributable to shareholders (PAS, simply 
called profit hereafter) as defined by SSAP 16. 
They compare the actual consequences of the 
measurement rules of proat to the conceptual 
objective of the standard: the maintenance of the 
owners’ share of the firm’s opening operating 
capability. 

Although the study is limited to the simple case 
of one depreciable asset par-ly financed by debt, it 
deserves considerable attention for it introduces a 
logical test of measurement procedures. In particu- 
lar, the authors find that profit as measured by 
SSAP 16 does not meet the stated objective. They 
identify four deficiencies in the procedures and 
propose other profit meastrement rules logically 
connected to the capital maintenance goal. 

The purpose of this note is to examine some 
problems related to the capital maintenance con- 
cept and in particular to the definition of operating 
capability applied by Sherp and Spires. Two 
difficulties are discussed. On2 concerns the assump- 
tions on the use of depreciztion funds and on the 
definition of operating capebility. The other deals 
with the definition of the opening capital to be 
maintained. The discussion of the first point is 
based on a computer simulation. The other is 
simply illustrated by examples. 


The assumptions on the use of depreciation 
funds and on the definition of operating 
capability 


The Sharp and Spires proposals are such that, at 
the end of every period, the ratio ‘shareholders’ 
interests/replacement cost of the original depreci- 
able asset’ is constant and equal to the ratio at time 
0. In other words, the shareholders’ proportion of 
the initial asset is maintained. However, one must 


*The simulations included in this Note are part of a research 
project financed by the Club International ESCP-Entreprises. 


note that, in the computations, depreciation funds 
are accumulated in order to permit the replacement 
of the asset at the end of the depreciation period. 

Another assumption is proposed here, which 
seems more realistic: firms do not wait until the end 
of the life of the asset to reinvest the depreciation 
funds. These funds are supposed here to be in- 
vested at the end of each period. To make the 
discussion simpler, they are supposed to be in- 
vested in assets of the same kind as the original 
one. 

At a given time, the operating capability of the 
firm is therefore composed of different assets and 
a depreciation multiplier effect is observed.! To 
illustrate this effect in the context of the Sharp and 
Spires proposals, a simple case is developed over 14 
periods (time 0 to time 15) with a computer 
simulation. 


Characteristics of the Simulation 
The characteristics of the simulation are as 
follows: 


(i) The original asset of 1000 is financed by 750 
of equity and 250 of debt. 

(ii) The life of the asset is 3 years. Straight line 
depreciation is used. 

(iii) The specific price change is 10% per year. 

(iv) The firm is always profitable. The profit is 
distributed at the end of each period and the 
capital is maintained according to the Sharp and 
Spires recommendations. 

(v) The funds which are not distributed are 
assumed to be invested at the end of each period, 
in the same kind of asset as the original one. As a 
consequence the level of debt remains constant. 


A brief comment must be made on the amount 
of the reinvested funds. They are not equal to the 
depreciation funds calculated on the basis of 
replacement costs. Because of the gearing adjust- 


ISee for instance Eisner (1952) and Domar (1953). Other 
references, in particular to the German authors M. Lohmann 
and H. Ruchti, are given in Burlaud and Cossu (1977). 
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ment,” a part of the holding gains? is distributed. 
In this simple case it can be demonstrated‘ that this 
part is equal to Ds where D is the amount or debt 
and s the rate of increase of the specific price of the 
assets. 

The results of the simulation are presented in 
appendix 1 and explained in appendix 2. Com- 
ments are first given on period 1 and then on the 
whole sequence of data. 


Comments on Period I 
At the beginning of the first period, the data are 
as follows: 


Asset 0 Equity |=>75% of the 
original asset 
1000 


original <= 750 


asset 


Debt 
250 


mi 


At the end of the first period, after distribution of 
PAS and reinvestment, the data become: 


The ‘old’ <= 

asset can | Asset Equity |=» 75% of the 
still be original asset 
used in Br 825 of 1100 at 
the same | current 
conditions prices 

A new <= 

asset = Asset 1 

30.7% of Ea 

theoriginal) 338° 450 

asset 


As a first approach, it is considered that the 
shareholders’ proportion of the firm’s opening 
operating capability is maintained: it is still 75% of 
the original asset. This is the point of view of Sharp 
and Spires who can verify this proportion by 
reference to the firm at time 1: 


*Gearing adjustment: D — L/[(D — L) + E] with: D = debts, 
L = loans, E = equity. 

Sharp and Spires recommend applying the gearing ratio to 
the fraction of assets unused at the beginning of the period 
multiplied by the cost increase during the period. It can be 
demonstrated that this is the application of the gearing ratio to 
the holding gains of the period (realised as well as unrealised). 

“Demonstrations are not given here in order to concentrate 
on the main problems. They are given in a paper in French 
(Boussard, 1984). 

`The depreciation rate is 0.33 instead of 1/3. Therefore the 
book value of the asset is 737 instead of 733. This does not 
change the observations. 

*Amount of depreciation funds: 0.33 x 1100 = 363. Amount 
of reinvestment: depreciation funds less Ds(D = debts; s = rate 
of specific prices increase) = 363 — 25 = 338. 
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Proportion of equity/ 

total asset (825/1075) = 76.7% | 
Value of A, (737/1100) = 67.0% of a new asset 
Value of A, (338/1100) = 30.7% of a new asset 


Relation of equity to assets: 
for Ay 76.7% x 67% = 51.4% of an asset 
for A, 76.7% x 30.7% = 23.6% of an asset 


ToTAL = 75.0% of an asset 


However, another analysis of operating capabil- 
ity can be offered. A, and A, are useful assets and 
even if A, is estimated in accounting at 67% of a 
new asset, its operating capability, the service it can 
produce during the second and third periods, is 
equal or close to 100%. If the new asset A, is taken 
into account, the total operating capability in the 
second period is 130.7% of the initial level. This 1s 
the calculation method of operating capability 
given in all depreciation multiplier studies (see 
footnote 1). 

The choice is therefore between a computation 
based on the book values of the assets and a 
calculation which takes into account the actual 
service they can offer by unit of time. Is the oper- 
ating capability of A, 100% the first year, 67% the 
second and 33% the third year? Of course not. In 
the simulation, the operating capability of A, by 
unit of time (the service it can offer) is considered 
as 100% during the useful life of 3 years. This is 
certainly closer to ‘reality’. 

Let us consider for instance a car. The owner of 
a used car knows for various reasons that his or her 
car 1s not new. However, if the vehicle is not too 
old, it permits the owner to do x miles at y miles 
per hour in conditions similar to that of a new car 
of the same type. 

Of course, one could answer that what should be 
considered is the remaining service potential of the 
asset and that the book value of the asset is a 
correct approximation of this remaining service 
potential. This is the reason why the analysis must 
be based not on a single period but on a long term 
approach, in order to measure effective operating 
capability in use. 


Comments on the Sequence of Data 

The simulation, based on 14 periods, considers 
the actual service of each asset. The total capacity 
rises to 172% of the original asset A, at the third 
period, for A, is still in use and two others, A; and 
A,, also have service potentials. Then the level of 
operating capability effectively in use decreases to 
about 123% in the fourteenth period. At this stage, 
the ratio of equity to total assets is 2848/3098 = 
0.92. Therefore, the shareholders’ proportion of 
the operating capability is: 


0.92 x 123% of an original asset 
= 113% of an original asset. 
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At the beginning of pericd 1, the owners’ share 
of the firm’s capability is 75% of the asset. During 
the fourteenth period, this proportion is 113%, 
that is to say about 1.5 times the original level. 
This is an illustration of the depreciation multiplier 
effect applied with the Sharp and Spires profit 
measurement rules. These rules were supposed to 
ensure the exact maintenance of beginning capital, 
according to SSAP 16’s objective. In fact, the 
capital maintained is highe-. 

The simulation shows that, if the depreciation 
funds are invested at the end of each period, 
then the proposed measurement procedure is too 
conservative. A higher. profit could be distributed 
and the initial level of op2rating capability still 
maintained. : 

Of course, this observation is not inferred from 
the first periods of activity but from a long range 
analysis. It could even be azgued that the number 
of periods is not sufficient for, in this particular 
case, the limit is not reached: the operating capabil- 
ity is still decreasing. This is the reason why three 
simulations are now propcsed to illustrate some 
aspects of the multiplier effect in the context of the 
Sharp and Spires model. The results are given in 
appendices 3, 4 and 5. 


Comments on Three Simulations 

In simulation (a), the zate of specific price 
changes is given seven valves from 5% to 200%. 
The beginning structure of financing is still 750 
equity and 250 of debts, and the depreciation 
method is still straight lins. It is observed that 
when the rate is 100% or 200%, the limit is reached 
after a few periods: about 112% of the initial 
operating capability. Moreover, the other curves 
converge towards this level. The result confirms 
that profit as calculated under the Sharp and Spires 
procedure is too conservative according to the 
stated objective, i.e. the SSAP 16 objective. 

Simulation (b) offers a comparison of the effects 
of the depreciation methods. The financing struc- 
ture is the same as above and two price change 
rates are applied: 10% and 100% in the context of 
two depreciation methods (straight line and reduc- 
ing balance). When the trice rate is 10%, the 
particular reducing balance method permits reach- 
ing a level of capacity of 155% instead of 123% 
(+ 32%). When the rate is 100%, the level reached 
is 140% instead of 112% (+ 28%). The impact of 
the depreciation method is therefore important. It 
significantly affects the opezating capability of the 
firm and, if the maintenance of this capability 
remains the objective, it consequently affects the 
amount of attributable profit. More precisely, a 
reducing balance method allows the firms to dis- 
tribute more in the long ran than a straight line 
method and still meet the dbjective. 


A.B.R. 15/60—-B 
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Simulation (c) shows that the financing structure 
at time 0 is an important parameter. The data are 
computed for a price rate of 10% and straight line 
depreciation. 

As the amounts of reinvestment are the depreci- 
ation funds reduced by amounts equal to Ds, the 
level of operating capability decreases when the 
level of debts is high. However, the proportion of 
equity increases. Therefore, the owners’ proportion 
of the firm’s capability is the result of two opposite 
movements. Some calculations show that this pro- 
portion is still higher than the initial level. For 
instance, for the financing structure (at beginning) 
‘Equity = 100; Debts = 900’, the data of the 14th 
period are: 
level of operating capability 5.07, 

of a new asset 
equity (beginning of the period) :345 
total assets used in the period :1245 
ratio equity/total .assets PANA 
owners’ share of the capability :27.7% x 55.3% 

= 15.3% 


At time 0, the owners’ share of the operating 
capability is 10%. For the fourteenth period, it 
is 15.3%, i.e. about 1.5 times the beginning level: 
a result similar to that of the comments on 
appendix 1. 


The definition of the opening capital 
to be maintained 


Another assumption applied in the Sharp and 
Spires illustrations is now relaxed. For reasons of 
simplicity, there is only one depreciable asset and 
therefore only one rate of price change. Moreover, 
at the beginning of the first period, the amount of 
equity is less than the asset. Two other simple cases 
are now proposed. In the first case (case X), the 
initial assets include two depreciable assets of 
different types: A, and A,. In the second one (case 
Y), they include one depreciable asset (A,) and 
monetary items (L). A two year life is assumed for 
the assets. 


Case X 
price 
change <= A, 
+ 30%/year 100 

Equity 

price 300 
change <= A, 
+ 10%/year 300 


Debts 
100 
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Case Y 
100 Equity 
300 


There are at least two options. In the first one, 
the shareholders’ proportion of the assets 1s defined 
with the different sorts of assets. In both cases, this 
portion is 3/4. Therefore, in case X, the capital to 
be maintained at the end of the first period is 
2(130 + 330) = 345. In case Y, the capital to be 
maintained is ł(130 + 300) = 322.5 if nominal 
money is considered, and ?(130 + 324) = 340.5 if 
monetary items are maintained in constant money. 

In the second option, the owners’ capital is 
expressed only in proportion to asset A,. In both 
cases, the capital to be maintained at the end of the 
first period is therefore (3 x 130) = 390. 

The profit measurement procedure proposed by 
Sharp and Spires is applied to cases X and Y (with 
a cash flow of 300 for year 1) in appendices 6 and 
7. In example X, the capital maintained is 345 
which ‘corresponds to the first option. In case Y, 
the capital is maintained at a level of 390, in 
accordance with the second option. 

This is not at all surprising since the authors 
recommend a symmetrical application of the gear- 
ing adjustment (i.e. without regard to the sign of 
the net borrowing). In case Y, the amount of the 
monetary items is incorporated into the calculation 
of the gearing ratio and this ratio is applied 
to the holding gains on asset A, only. This seems 
perfectly coherent. 

However, the two cases presented show that this 
symmetrical application of the gearing ratio can 
lead to some problems. As long as the beginning 
equity is less than the beginning depreciable assets, 
the calculation gives logical results. But when 
equity is larger than the depreciable assets (i.e. 
when it corresponds partly to monetary items), the 
capital maintained can be either overestimated or 
underestimated. This is due to the fact that the 
amount of owners’ capital is maintained in accord- 
ance with the smaller amount of depreciable assets, 
which can be subject to a small or to a significant 
price change. 

The sort of problem which can occur within a 
logical application of the gearing adjustment is 
illustrated by the following case Y”. 
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price change = 
+ 30% /year - 





gearing ratio 
— 900 


_-900 = -9 
— 900 + 1000 


monetary 
items 


nH et i NA Ai RT nn eh MMI UNI Mr my Se 


After one period, the capital maintained is 1300; 


| and after two years 1690, because only 1/10 of the 


equity is invested in an asset subjected to a price 
change of 30%. The gearing ratio of —9 gives a 
high weighting to-the price change of a small part 
of the assets. In case Y’, the model can be too 
conservative. In other cases, the capital maintained 
could be insufficient. : 

However, to adopt the first option would not be 
satisfactory either, for it leads to an asymmetric 
application of the gearing ratio, a solution which 
is not supported by logical arguments. Therefore, 
the above mentioned observations must not be 
considered as criticism of the Sharp and Spires 
proposals which introduce coherence between 
objectives and procedures, but of the reference to 
the objective of capital maintenance. 


Conclusion 


The objective of capital maintenance has already 
been criticised, sometimes with some force:’ 


... Nor is there any other concept of entity income 
that is simultaneously consistent with the notions 
of distributability and capital maintenance from an 
entity decision making standpoint. It can indeed be 
argued that precisely the notion of capital mainte- 
nance by an entity is a will-o’-the-wisp idea which 
may well have obstructed major advances in ac- 
counting theory for the bigger part of this century. 
(Lawson, 1979). 


These comments on the Sharp and Spires pro- 
posals only try to add to these critical views. It is 
shown that the application of a logical model is not 
sufficient to produce consensus because the refer- 
ence to a capital maintenance concept implies 
difficult definitional problems. Two of these have 
been illustrated: 


(1) If depreciation funds are invested at the end 
of each period there is a multiplier effect and the 
level of capital actually maintained in the long run 


7Other criticisms can be found in Grinyer and Symon (1980) 
and Boussard (1983). New proposals are given in Scheid 
(1983). 
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is higher than what would be necessary, according 
to the objective. 

(ii) The nature of the initial capital to be main- 
tained ts also debatable, especially when monetary 
assets are important. 


The conclusion is therefore that the capital main- 
tenance ‘concept’ cannot be used today as a refer- 
ence to an income measurement method. It could 
be used only once the definitional problems are 
thoroughly examined and satisfactorily solved. 
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Appendix 2 
Explanation of the simulation 


1—First Part of Appendix |: 
the Computation of Reinvestments 
In this simple case, it car. be demonstrated that 
the reinvestments are equal to the depreciation 
funds Jess Ds where: 
D = debts 
s=rate of increase of tke asset’s price 
(a) Book value of the first asset A, (3 years life) 
year 1: 1000 x 1.10 (1 — 0.33) =] 
year 2: 737 x 1.10 x 0,50 = 405 
(b) First reinvestment: asset A, 
depreciation funds: 100C x 1.10 x 0.33 


| = 363 
D. s: 250 x 0.10 = 25 
reinvestment (asset A, ) = 338 


es 


(c) Book value of the second asset A, (3 years life) ` 


year 2: 338 x 1.10 (1 — 0.33) = 249 
year 3: 249 x 1.10 x 0,50 = 137 
(d) Second reinvestment: esset A, 
depreciation funds 
asset A,: 737 x 1.10 = 0.50 = 405 
asset A,: 338 x 1.10 x 0.33 = 123 
528 
Ds: 250 x 0.10 25 
reinvestment (asset A,) 503 
etc... 
The beginning of the table is therefore: 
l 2 3 4 
1000 737 405 0 
338 249 137 
503 etc. 
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190 
180 


170 
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2—Second Part of Appendix |: 
the Operating Capability , 
(a) Operating capability of asset 
In all depreciation multiplier studies, it is con- 


sidered that the service to the firm by unit of time 


is constant. A used asset can give approximatively 
the same service as a new one of the same type. 
Therefore, it is considered that the actual operating 
capability of asset 1 by unit of time is: 


1 2 3 
100% 100% 100% 


(b) Operating capability of asset 1 








price of the asset: 338 
replacement cost of asset Ay: 1100 
°% of operating capability: #5 = 30.7% 
(c) Operating capability of asset 2 
price of the asset: 503 
replacement cost of asset A,: 1210 
% of operating capability: 35 = 41.6% 
etc... 
The last line of the table is therefore: 
l 2 3 4 
7% 7 7o % 
0 100 100 100 
l 30.7 30.7 30.7 
2 41.6 41.6 etc... 
| etc... 
100 130.7 172.3 ete... 


Straight line depreciation 
£750 D250 


Different values of $ 


IGO 


150 


140 
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Appendix 4—Simulation (b) 


220 
210 E750 D250 
Different values of S and of K 











200 
190 
180 
i70 


i60 Price S 210 


K: Reducing balance 


Price $* {00 
K: Reducing balance 


150 


K: Straight-line 


Price S ={00 


ees S$ =10 
i : Straight-line 
4 


Appendix 5—Simulation (c) 


180 
170 Straight line depraciation 
Be Price change : S =» IO% 


Different financing structures (E and D) 


E £ 900 
D= 100 


E #750 
D»250 


E 2500 
D= 500 


E :250 
D2750 


È 2 100 
D=900 
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Appendix 6—Case X 


A. Historical Costs 


Time | 
(or year |) 


Cash flow 
Depreciation/A, 


HC Income 


Assets 

Depreciable asset A, 
Ag 

Cash 


Financing 
Equity 
Income 
Debts 


HC Incore 
Depreciation Adjustment/A, 


[A 


Operating income 


Gearing Adjustment 
PAS (according to S. and S.) 


Calculation of Gearing 


(a) Gearimg ratio: 


(D~—L)+E 
(b) Holdiag gains** 30 + 30 = 60 
or 
fraction of unused assets l 
(at beginning) 100% 
Cost increase/A, 130 — or -eo |= 
/A, 330 — 300 f ~ 


Assets 

Depreciaple assets A, 
A, 

Cash 


Financing 
Equity 


Income 
Debts 





*Sharp ard Spires proposals do not start with HC income. 
**Sharp ard Spires do not recommend the use of the term ‘holding gains’. It is 
used here to facilitate the comparison with other proposals (for instance, 
Godley and Cripps, 1975). 
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Appendix 7—Case Y 


A. Historical Costs 


Time 1 
(or year 1) 
Cash flow 


Depreciation 
HC income 


Assets 
Depreciable asset 
Loan 

Cash 


Financing 
Equity 
Income 
Debts 


HC Income 
Depreciation Adjustment 
Operating income 


Gearing adjustment 
PAS (according to S. and S.) 


Calculation of Gearing 
(a) Gearing ratio: Dif 500 + 300 
(b) Holding gains** 
or 
fraction of unused assests 100% 
(at beginning) 
Cost increase 


Assets 
Depreciable asset 
Loan 

Cash 


Financing 
Equity 


Income 
Debts 





*Sharp and Spires proposals do not start with HC income. 
**Sharp and Spires do not recommend the use of the term ‘holding gains’. It is 
used here to facilitate the comparison with other proposals (for instance, 
Godley and Cripps, 1975). 
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Users’ Preferences for Descriptive v. 
Technical Accounting Terms 


Jean M. DuPree 


Introduction 


Written communication normally eliminates the 
Opportunity for interaction between the preparer 
and the reader to clarify points of confusion. 
Therefore, for published reports to be useful, they 
must be self-explanatory. This restriction requires 
that the terms used must convey substantially 
identical meanings to the preparer and to the user. 
Unfortunately, accounting language includes not 
only technical terms but also sommon words which 
have been given technical meanings that can be 
understood only by those with specialised knowl- 
edge. Uninitiated readers may assume that familiar 
terms have been given therr everyday meanings 
and, therefore, misunderstand. 

Only in recent years has the accountancy pro- 
fession begun to investigate the needs of readers of 
financial reports. Most of the research in this area 
has dealt with the types anc quantity of informa- 
tion required. However, a few researchers have 
begun to investigate the quality of the commu- 
nication. In the Financial Accounting Standards 
Board’s Statement of Financial Accounting 
Concepts No. 1: Objectives of Financial Reporting 
by Business Enterprises, the communication issue 
was decided as follows: 


The information [preserted in financial state- 
ments] should be comprehensible to those who 
have a reasonable understanding of business 
and economic activities end are willing to study 
the information with reésonable diligence. 


Although this statement seems to place the burden 
for comprehensibility on toth the preparers and 
users of financial statements, it contains abstract 
concepts that are subject to wide ranges of inter- 
pretation. In the United States, the approach of the 
profession has been to provide increasingly volu- 
minous reports couched in technical language, 
useful only to the most sophisticated readers. In 
Great Britain, the preparation of Employee Re- 
ports has required consideration of the needs of a 
more heterogeneous public, which possesses, on 
average, less sophistication in accounting matters 
than the target audience assumed by report pre- 
parers in the United States. 


‘ 


The primary objective of this study was to 
determine whether four user groups possessing 
varied levels of accounting sophistication differed 
in the terminology preferred in accounting reports. 
This objective was based on the premise that, prior 
to investigation of the understandability of ac- 
counting reports by various user groups, these 
reports should be presented in a manner that the 
users would prefer. The specific objectives of the 
study were: 


—To determine the preferences of users for the 
different types of terminology used in financial 
reports. 

—To determine if there were significant differences 
in preferences among the various user groups. 

—If differences in preferences were identified, to 
determine whether these differences could be 
attributed to preferences for the class of tech- 
nical terminology or descriptive terminology. 

—If differences in preferences were identified, to 
determine whether these differences related to 
the balance sheet or to income statement termi- 
nology. 


Previous research suggests that simplification of 
the terminology used in annual reports should 
improve the understandability and usefulness of 
these documents. Several conclusions can be 
reached from these studies. Unsophisticated read- 
ers, such as stockholders and employees, have 
difficulty in understanding annual reports (Lee and 
Tweedie, 1977; Mitchell, Sams and White, 1981). 
Although sophisticated readers, such as profes- 
sionals in accountancy firms and stockholders with 
significant accounting backgrounds, have fewer 
problems than unsophisticated readers in dealing 
with annual reports, their comprehension levels are 
also poor (Lee and Tweedie, 1977 and 1981; 
Adelberg, 1979). Readers of accounting reports 
vary significantly in the meanings they associate 
with accounting terminology (Haried, 1973; Oliver, 
1974). Finally, many readers prefer to receive 
simpler accounting reports (Lee and Tweedie, 
1977; Hammill, 1979; Siegel, 1981). 

As one author on technical writing has said: 
‘learned words are always a danger. If you are 
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educated enough to know [learned] words... you 
should be smart enough to express those mean- 
ings in words a general reader can understand 
(McDonald, 1977). 


Research methodology 


This study explored one approach for improving 
the communicability of financial reports through 
simplification of terminology. Individuals with var- 
ied levels of accounting sophistication were asked 
to select preferences from a list of synonyms for a 
number of accounting terms. Knowledge of prefer- 
ences was sought in order to allow conclusions 
about the receptiveness of the target audience to 
descriptive alternatives for the technical account- 
ing terms commonly used. If descriptive alterna- 
tives were preferred by the target audience, a priori 
reasoning allowed the conclusion that the use 
of descriptive terminology may improve users’ 
attitudes towards and understanding of financial 
reports. 


The Test Instrument 


The terminology preferences of annual report 
readers were determined by using a mail question- 
naire consisting of ten variables (see Appendix), 
each of which was followed by six synonyms. Each 
set of synonyms contained three technical and 
three descriptive terms.' Subjects were asked to 
rank each set of terms from one (most preferred) 
to six (least preferred) indicating preferences for 
the terms that most clearly represented the 
intended meanings. This ranking technique was 
simple to understand and execute, and required 
that the respondent make selections among prefer- 
ences, rather than allowing a preference for all or 
none of the available options. In addition, ranking 
of a data set allowed the use of several synonyms 


pee ae an ennta: 





'The general criterion for a term to be classified as 
descriptive was that the meaning could be discerned correctly 
by an individual without education or experience in account- 
ing. Terms classified as technical, on the other hand, required 
knowledge of accounting before correct meanings could be 
discerned. 

The procedures used to evaluate terms according to these 
criteria included examination of the definitions of synonyms 
according to The American Heritage Dictionary of the English 
Language. Terms which did not appear in this dictionary, or 
were defined differently from the commonly accepted account- 
ing definition, were tentatively identified as technical. Terms 
that appeared in this dictionary and were defined in a manner 
which corresponded with the accounting definition, were 
tentatively identified as descriptive. 

Further evidence of the technical or descriptive nature of a 
synonym was found by examination of Thorndike and Lorge’s 
(1944) census of familiar words. Terms that appeared in this 
census with greater frequency have a tendency to be more 
familiar to the American public and were identified, therefore, 
as descriptive. Additional documentation of the descriptive 
versus technical nature of the terms selected was provided by 
a panel of accounting and statistics academicians and volun- 
teers who participated in the pretest. 
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of each type, technical and descriptive. Two alter- 
native approaches using Likert scales were re- 
jected.’ 


Sample Selection 


The survey population consisted of four groups 
of users of accounting reports. The composition of 
the four sampling frames was as follows: 


1. American Institute of Certified Public Ac- 
countants (AICPA): preparers who function 
primarily externally to the corporate reporting 
entity; 

2. Financial Executives Institute (FEI): pre- 
parers who function within the reporting en- 
tity; 

3. Chartered Financial Analyst (CFA) members 
of the Financial Analysts Federation (FAF): 
professional report users who are not pre- 
parers; 

4. Graduates of Emory University, Atlanta, 
Georgia: a surrogate group for college- 
educated non-professional users of financial 
reports. 


No attempt was made to select a group to 
represent all stockholders. The impossibility of 
communicating to all shareholders, regardless of 
literacy or ability, was conceded. Therefore, a 
college-educated group was selected to represent 
the college-educated segment of the shareholder 
population. According to the New York Stock 
Exchange (1980) survey of shareholders, only 
27.2 percent of shareowners had not attended 
college. The median period of education was 
three years of college. Thus, the appropriateness 
of the Emory college group as a surrogate for 
college-educated shareholders was considered 
acceptable. 

In the analysis of the data, the stockholder 
surrogate group was divided into two sections: 
those who were employed in a business or admin- ` 
istrative role and others, such as health profession- 
als, teachers and housewives. The preliminary allo- 
cation was made by the researcher with final 
adjustments decided by a panel of accounting and 
statistics academicians. Each of the resulting 
groups consisted of 43 respondents. 


*One approach would have been to ask respondents to mark 
strength of preference between two terms on a Likert scale. 
The drawback to this method is that it would have required ` 
pairing of a single technical term and a single descriptive term 
for each definition. This might have resulted in preferences 
being influenced by a bias toward or against the particular 
terms given, rather than providing information on preferences 
for technical versus descriptive terminology. The other ap- 
proach would have been to have the respondents mark the 
strength of preferences from ‘strongly in favour’ to ‘strongly . 
against’ for each term individually. Since this approach would 
not have provided information concerning relative preferences 
among terms, it was rejected. 
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Table 1 
Survey participation rates 


Financial 
Executives 
57 59 
38 32 86 
66.7% 


CPAs 
Number Surveyed 56 
Usable Responses 38 


Percentage Responding 67.9% 


Sample and response data for the four survey 
groups are shown in Table 1. In addition to 
attempting to reduce the non-response bias by 
improving the response rate through follow-up 
procedures, tests were used to measure the possi- 
bility of bias. Respondents were divided into 
groups according to the dates on which the ques- 
tionnaires were returned. A non-parametric 
Friedman two-way analysis of variance was 
used to test whether significant differences existed 
in the response of the groups. No significant 
differences were found amonz early respondents, 
middle respondents and late respondents. There- 
fore, it was concluded that the non-response bias, 
if any, was not significant. 


Analysis of the data 


Descriptive Statistics 

Table 2 provides a listing of the synonyms 
preferred by respondents. The synonym preferred 
in each case by the respondents is used as its 
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Stockholder 
Surrogate 
118 


Financial 


Analysts Total 


290 
194 
66.9% 


54.2% 72.9% 


variable name. For cases where consensus was not 
reached, the last synonym in Table 2 is used in each 
case. 

Table 3 presents a comparison of mean scores 
summed for the categories of descriptive and tech-. 
nical terms. The sums were computed by adding 
the mean scores for the three descriptive synonyms 
and for the three technical synonyms. Since the 
mid-point of the scale of ranks for each variable is 
3.5, a mean score sum of less than 10.5 is required 
for one category to be preferred over the other 
category. 

The descriptive category of synonyms was pre- 
ferred by all groups for variables one and ten: 
‘property, plant and equipment’ and ‘effect of 
accounting change on prior years’ earnings’. The 
technical category was preferred by all groups for 
variables five, six and seven: ‘depreciation ex- 
pense’, ‘income taxes deferred’ and ‘retained earn- 
ings’. On the remaining variables there was a lack 
of consensus as to preferred category. 

In considering the preferences of the individual 
groups, the findings indicated that AICPA mem- 


Table 2 
Synonyms preferred by respondents 
Variable Term Preferred by 
l *Property, plant and equipment. All groups 
*Estimated uncodlectible accounts expense. Non-business 
Provision for uncollectible receivables. All others 
3 Unearned rever.ue. AICPA 
*Advance payments by customers. All others 
4 Stockholders’ equity. All groups 
5 Depreciation e> pense. All groups 
6 Income taxes deferred. All groups 
7 Earnings reinvested. Non-business 
Retained earnings. All others 
8 Goodwill. AICPA and FAF 
Excess of cost over fair value of net assets acquired. FEI 
*Purchase price in excess of net assets acquired. Business and 
Non-business 
9 *Amounts received for stock in excess of par value. Business and 
Non-business 
Paid in capital in excess of par value. All others 
10 *Cumulative effect on prior years of changes in accounting principle. | ICP An 
*Effect of accounting change on prior years’ earnings. gA h A 
*Descriptive terms f o aaa O X 
ee 


ef! $ i ‘os 
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Table 3 


Comparison of the mean score sums 
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Italicised numbers indicate preferred category of synonyms. 
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bers preferred the descriptive category for two 
variables and the technical category in the remain- 
ing eight cases. Both the FEI and the FAF pre- 
ferred three descriptive categories and seven tech- 
nical categories. Four descriptive selections and six 
technical selections were made by the business 
group, while the non-business group preferred 
seven descriptive categories and three technical 
categories. 

Examination of the group means revealed an 
overall pattern in mean score sums. For the tech- 
nical terms, the AICPA mean score sums were 
smallest followed in turn by the FEI, FAF, ‘busi- 
ness and non-business groups. The descriptive 
mean score sums were in the reverse order. 


Hypothesis Testing for Differences Among User 
Groups 


The Friedman two-way analysis of variance is 
the non-parametric analogue of the parametric 
two-way analysis of variance. The model is of the 
following form: 


y= Bb BAY +e 


where i equals 1,..., n; j equals 1,...,k; uw equals 
the overall mean; $ equals the block effect; t equals 
the unknown treatment effect; and e equals the 
error term. It is used to test the following hypoth- 
eses: 


Heten 
H,: tT; FH... Ty 


It is appropriate when the normality of the distri- 
bution is in question or when using ordinal data, 
as was the case in this study (Hollander and Wolfe, 
1973). 

Three Friedman tests were performed to in- 
vestigate the similarity of preferences for descrip- 
tive versus technical terms among the five user 
groups. Where significant differences were found 
among the groups, multiple comparison pro- 
cedures were performed to identify the user group 
or groups that caused the differences. All of the 
hypotheses were tested at a 0.05 level of 
significance. The results of the three Friedman tests 
follow. 

The primary objective of this study was to 
determine whether user groups possessing appar- 
ently varied levels of accounting sophistication 
differ in the terminology preferred. The first of the 
three Friedman tests was used to test the following 
null hypothesis: 


H,: The groups agree as to preferences for 


technical versus descriptive accounting 
terms. 

H,: The groups disagree as to preferences for 
technical versus descriptive accounting 


terms. 
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Friedman two-way analysis of variance—all variables 


Groups 
Non-business 
Business executives 
Financial analysts. 
Financial executives 
CPAs 


1.60 
2.90 
2.90 
3.50 
4.50 


Mean Ranks* 


Degrees of 
Freedom 


Chi-Square 


p-value 


18.880 0.001 


i 


*Mean ranks were computed from the sums of ranks from Table 5 divided 


by 10, the number of variables. 


The results of the hypothesis testing appear in 
Table 4. Since the computed chi square of 18.880 
was larger than the tabular value of 9.488 at the 
0.05 level of significance for four degrees of free- 
dom, the null hypothesis was rejected. 

Table 5 presents a comparison of ranks of mean 
scores for the descriptive synonyms, which was 
required for the multiple comparison procedures. 
The tests were performed using the descriptive 
ranks, but since the ranks for the technical 
synonyms would have been exactly the reverse, 
either category of synonyms would have been 
appropriate. 

In the multiple comparison procedures the 
groups being tested for differences were considered 
in pairs. Table 6 presents a semmary of the results 
of the multiple comparison tests (for ‘all’ variables 
and for ‘balance sheet’ variables). As the table 
indicates, for ‘all’ variables the AICPA group was 
significantly different from all except the FEI, 
while the FEI was significan-ly different from the 
non-business group. The ony group paired with 
the FAF or the business groups where significant 
differences were found was the AICPA. Finally, 
significant differences were found between the non- 
business group and both the AICPA and the FEI. 


Table 5 





A further objective of this study was to deter- 
mine whether the differences in preferences among 
the groups related to the balance sheet or to the 
income statement terminology. The variables were 
isolated for each of the statements and tested in 
turn. Table 7 shows the results of the Friedman test 
of the null hypothesis: 


H,: The groups agree as to preferences for 
technical versus descriptive balance sheet 
terms. 
The groups disagree as to preferences for 
technical versus descriptive balance sheet 
terms. 


H,: 


As Table 7 indicates, comparison of the computed 
chi-square of 16.686 with the tabular value at the 
0.05 level of significance of 9.488 resulted in rejec- 
tion of the null hypothesis. 

Following rejection of the null hypothesis, mul- 
tiple comparison procedures were performed in 
order to determine which groups were responsible 
for the overall difference among the groups. Table 
6 presents the results of the tests for each pair of 
groups for balance sheet variables. Comparison of 
the differences between the sums of ranks with the 


A comparison of ranks of mean scores for the descriptive synonyms 
Groups 


Variables Non-business 
l 
t7 
3 
4 


ge 


4 
i 
l 
l 
l 
l 
l 
l 
l 
4 


*10 4 
Sum of Raaks 16 
*Income statement variables 


Business 





FAF FEI AICPA 


DNNN NNN w Y 
ho 
Bho ww awww awe 
tad 
RH ARUR RUN EN 
of 
Unie tn uA Ww On Gn Ae ana Aa a 
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Table 6 
Results of the multiple comparison procedures 
. IR; — Rj|* Significant at 0.05 


Balance Balance 
Paired Comparison All Sheet All Sheet 


Business—Non-business 9 6 
FAF~Non-business 13 11 
FAF~—Business 4 5 
FEI~Non-business 19 16 Yes 
FEI-—Business 10 10 
FEJ~FAF 6 5 
AICPA-Non-business - 29 22 Yes 
AICPA~—Business 20 16 Yes 
AICPA-FAF 16 ll Yes 
AICPA-FEI 10 6 


Decision Rule—R; and Rj are significantly different if, 
bk(k + 1) 

6 
At the 0.05 significance level: 


R; — Ri | > 13.86 


for all variables; 11.60 for balance sheet variables 


Where R; = the sums of ranks for each group 
b =the number of variables 
k = the number of groups © 
z= the tabular value from the norma! distribution table. 
*From Table 5 


Table 7 


Friedman two-way analysis of variance balance sheet variables 
Degrees of 

Groups Mean Ranks Freedom Chi-Square p-value 
Non-business 1.43 
Business 2.29 
Financial analysts 3.00 16.686 0.002 
Financial executives 3.71 
CPAs 4.57 


Table 8 


Friedman two-way analysis of variance balance sheet variables 
Degrees of 
Groups Mean Ranks Freedom Chi-Square p-value 

Non-business 2.00 

Business 3.00 

Financial analysts 2.67 3.467 0.483 
Financial executives - 3.00 

CPAs 4,33 





AUTUMN 1985 . f 


computed value of 11.60 resulted in significant 
differences at the 0.05 level in three of the ten 
comparisons. The AICPA responses were 
significantly different from tke business and non- 
business groups, while the FEI was: significantly 
different from the non-business group. 

To continue the testing of specific financial 
statement terminology, Friecman’s ANOVA was 
used to test the null hypothesis that: 


H,: The groups agree as to preferences for 
technical versus descriptive income state- 
ment terms. 
The groups disagree as to preferences for 
technical versus descriptive income state- 
ment terms. 


H; 


The results of this test are provided in Table 8. 
Comparison of the computed chi square of 3.467 
with the tabular value at a.0.5 level of significance 
of 9.488 resulted in a failure to reject the null 
hypothesis for income statement terminology. 
Since the null hypothesis was not rejected, multiple 
comparison procedures were neither necessary nor 
appropriate. 


Figure 1. 
Flow of accounting communication 


initiators of reports 






Business 
executives 


Stockhoiders 
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Conclusions 


The Friedman analysis of variance test led to the 
conclusion that the AICPA, FEI, EAF, business, 
and non-business groups disagreed as to prefer- 
ences for technical versus descriptive accounting 
terms. Additional Friedman tests resulted in the 
isolation of the disagreement to the balance sheet. 
It is possible that the difference between the 
financial statements is caused by any of several 
factors, for example, the emphasis on income 
statement information in recent years, a lesser 
complexity of the statement, or greater uniformity 
of income statement terms. 

. The group most likely to disagree with the others 
was the AICPA; the non-business group was the 
second most likely group to disagree. Examination 
of the first choice terms revealed that, of the six 
terms on which there was some disagreement, the 
AICPA and the non-business group each differed 
from the majority in three cases while the other 
groups joined the minority view in one case each. 

Figure | represents the flow of accounting com- 
munication within and outside of the business 
entity. In an attempt to discover where break- 
downs occur in the communication chain, several 


Business users) 
(Competitors , bankers) 





( Business ‘and Nonbusiness ) 


Sophisticated chain 
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t-tests were performed on combinations of groups 
in the study as follows: 


Preparers—-FEI initiators combined with the 
AICPA filter 

Recipients—-FAF, Business and Non-business 
groups 

Sophisticated—AICPA, FEI and FAF 

Unsophisticated—Business and Non-business 

Financial professionals——-FEJ and FAF 


As Table 9 indicates, significant differences 
were found between combined groups for each of 
seven pairs tested on the all variables and balance 
Sheet tests. Surprisingly, the only significant 
difference found on the income statement variables 
was between the AICPA and the financial profes- 
sionals. This summary of t-test results suggests a 
substantial communication problem at every point 
in the chain, from the financial executive and CPA 
preparers of reports to the financial analyst inter- 
preters and the business and non-business users. 

It is unrealistic to expect the preparers of 
financial reports to communicate with the lowest 
common denominator in terms of accounting 
sophistication. However, the fact that the well- 
educated non-business users’ terminology prefer- 
ences were different from the preferences of the 
sophisticated users in so many cases is cause for 
concern. 

The business user is dependent upon various 
financial reports when making decisions. His 
greater need for financial information and famil- 
iarity with the reports would lead one to perceive 
the business group as a relatively major user group. 
However, significant differences were found be- 
tween the business groups and CPAs. 

Finally, the argument that financial analysts 
serve as interpreters of financial information for 
unsophisticated users becomes clouded when one 
considers that the paired comparisons between the 
AICPA and the FAF yielded significant results. 
The communications links are found lacking at 
many points in the chain. 


Table 9 
A summary of t-test results 


All 
Variables 


Combined Groups 


Preparers—Recipients 
Sophisticated—U nsophisticated 
AICPA—AIl others 
AICPA—Financial professionals 
FEI]——Recipients 
Financial professionals— 
Unsophisticated 
FAF-——Unsophisticated 


Significant 
Significant 
Significant 
Significant 
Significant 


Significant 
Significant 
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Consideration of the terminology preferred by 
the various groups led to interesting insights. Over- 
all, the AICPA preferred the descriptive category 
in two cases while the FEI and FAF each preferred 
the descriptive category in three cases. On the other 
hand, the business group preferred the descriptive 
category in four cases as compared to seven cases 
for the non-business group. The differences among 
the groups were not only a matter of preferences 
for different terms, but rather involved differences 
in the types of terminology preferred. 

The mean score sums for the different groups on 
the descriptive and technical categories of variables 
support the conclusion that for technical termi- 
nology the strength of the preference decreases as 
the level of sophistication declines. Conversely, as 
sophistication declines, greater support for descrip- 
tive terminology surfaces. 

Table 10 provides a comparison of preferred 
terms from the study with the most frequently used 
equivalent terms from a randomly selected sample 
of thirty financial reports from the group of annual 
reports used to develop the questionnaire. For 
those variables where less than five reports in the 
sample included the concept, the phrase ‘not avail- 
able’ is indicated. Accounting Trends and Tech- 
niques (1982) provided frequency distributions for 
only four of the variables in the study: items two, 
four, seven, and nine. For variable two, the most 
frequently used term in the Accounting Trends and 
Techniques study was ‘allowance for doubtful ac- 
counts’. The results of the Accounting Trends and 
Techniques study agreed with the results of the 
present tabulation for the three remaining vari- 
ables. 

As Table 10 shows, exact correspondence re- 
sulted in only three cases, although for three other 
variables the differences were minor. The corre- 
spondence, in general, appears to be lacking where 
the preferred term is a descriptive one. In addition, 
correspondence occurred for terms that were 
selected as first choice by all groups. The agree- 
ment among groups may possibly be explained by 
a combination of brevity and familiarity. 


Income 
Statement 


Balance 
Sheet 


Significant 
Significant 
Significant 
Significant 
Significant 


Not Significant 
Not Significant 
Not Significant 
Significant 
Not Significant 


Significant 
Significant 


Not Significant 
Not Significant 
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: a i 
A comparison of preferred terms with the most used equivalents from a sample of annual reports 


Variable Preferred Term 
Property, plant and equipment 
Provision for uucollectible receivables 
Advance payments by customers 
Stockholders’ equity 

Depreciation expense 

Income taxes deferred 


Retained earnings 


l 
2 
3 
4 
5 
6 
7 
8 
9 


Paid in capital -n excess of par value 


— 
Oo 


Effect of accounting change 
on prior years’ earnings 


Several observations conzerning the tabulation 
of most frequently used terms are in order. For 
variable seven (retained earnings), of the thirteen 
annual reports which used a term other than 
retained earnings, eight usec descriptive synonyms. 
On variable eight (purchase price in excess of net 
assets acquired) for which no consensus was 
reached, nine reports included the concept, each 
report using a different term. Six of the reports 
used descriptive terms whi-e three used technical 
terms. For variable ten (effect of accounting 
change on prior years’ earnings), although only 
four reports included the concept, all used a 
different descriptive term. 

One concern expressed by several respondents 
related to the practicality cf using longer descrip- 
tive terms in financial reports. Since less soph- 
isticated readers tend to prefer descriptive terms, 
attempts must be made tc find terms which are 
understandable to non-accountants while meeting 
the need for technical precision. Although con- 
ciseness is important, witkout clarity the reports 
are inadequate for the needs of users who lack 
thorough training in the language of accounting. 


References 


Adelberg, Arthur Harris, ‘Narrative Disclosures Contained in 
Financial Reports: Means cf Communication or Manip- 
ulation?’, Accounting and Business Research, (Summer 
1979): pp. 179-190. 

Hammill, Alan E., Simplified Fmancial Statements, London: 
The Institute of Chartered Accountants in England and 
Wales, 1979; and ‘Simplified Financial Statements’, Ac- 
countant’s Magazine, (June 1979): pp. 241-243. 

Haried, Andrew A., ‘Measuremant of Meaning in Financial 
Reports’, Journal of Accourting Research, (Spring 1973): 
pp. 117-145. 

Hollander, Myles and Wolfe, Dcuglas A., Nonparametric Sta- 
tistical Methods, New York: John Wiley and Sons, 1973. 

Lee, T. A. and Tweedie, D. P., The Institutiona! Investor and 
Financial Information, London: The Institute of Char- 
tered Accountants in England and Wales, 1981. 

Lee, T. A., and Tweedie, D. P., The Private Shareholder and the 


ABR. 15/60--C 


Purchase price in excess of net assets acquired 





Most Used Term 
Property, plant and equipment 
Not available 
Customers’ deposits 
Stockholders’ equity 
Depreciation 
Deferred income taxes 
Retained earnings 
No consensus term 
Additional paid in capital 
or 
Capital in excess of par value 
Not available 


Corporate Report, London: The Institute of Chartered 
Accountants in England and Wales, 1977. 

McDonald, Daniel, ‘Be a Better Writer (Don’t Use Dirty 
Words)’, Journal of Technical Writing and Commu- 
nication, No. 3, 1977: 183-190. 

Mitchell, F., Sams, I. and White, P., ‘Financial Disclosure to 
Employees: An Employee View’, Accountant’s Magazine 
(May 1981): pp. 152-154. 

New York Stock Exchange. Shareownership—1980. New York: 
New York Stock Exchange, 1980. 

Oliver, Bruce L., ‘The Semantic Differential: A Device for 

Measuring the Interprofessional Communication of Se- 
lected Accounting Concepts’, Journal of Accounting Re- 
search, (Autumn 1974): 299~317. 

Siegel, Alan, ‘The Plain English Revolution’, Across the Board, 
(February 1981): 19-26. 

Thorndike, Edward L. and Lorge, Irving, The Teacher’s Word 
Book of 30,000 Words, New York: Teacher’s College 
Press, Columbia University, 1944. 


Appendix. First four questions 
from questionnaire 


Listed below are definitions of ten accounting 
terms, each followed by six synonyms which match 
the definitions. For each definition please rank the 
six synonyms 1 to 6 indicating your preference for 
the terms which most clearly describe to you the 
intended meanings. Mark 1 for the most clear; six 
for the least clear. Equal ranks are permitted. 


1. Some assets are expected to be used prod- 
uctively in the business for a relatively long time 
rather than being left idle or sold to customers. 
Accountants record these assets in the records at 
the amount invested in them rather than at their 
market value. Terms to describe these assets are: 


*D Property, plant and equipment 
T Fixed assets 


T  Depreciable assets and land 





*D---descriptive;, T—technical 
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D Tangible assets held for the services they 
yield in the production of goods and 
Services 

D Amount invested in plants, properties and 
equipment 

T Capital resources 


2. Businesses which allow customers to buy on 
credit are not likely to be able to collect 100% of 
the amounts owed to them. Accountants estimate 
the amount of the total owed which will be de- 
faulted in the future and subtract it from income 
in the year the credit was granted so as not to 
overstate net income. Terms to describe this esti- 
mated amount of future defaults are: 


T Doubtful accounts expense 
T Provision for uncollectible receivables 
Expense for possible credit losses 
D Estimated uncollectible accounts expense 
D Provision for accounts of questionable 
collectibility 
T Bad debt expense 


bia 


3. At times customers will pay for goods or ser- 
vices prior to their receipt. Until the company 
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delivers the goods or services, it has an obligation 
to the customer for the amount of his payment. 
Terms to describe this obligation are: 


T Deferred revenue 
T Revenue received in advance 
Advance payments by customers 
T  Unearned revenue 
D Obligation to perform for payments re- 
ceived in advance l 
D  Unearned portion of payments received 
from customers 


aia 


4. Assets in a company come from either lenders 
or investors. The investors’ share of assets comes 
from their original investments and from amounts 
earned by the company. Terms to describe the 
investors’ share of assets are: 7 


T Net assets 

T Paid in capital and retained earnings 

T Stockholders’ equity 

D The interest of shareholders 
corporation 

D Stockholders’ investment in the company 

D Owners’ claims to company assets 


i 


in the 
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A Spanish Treatise of 1706 on Double-Entry 
Bookkeeping: ‘Norte Mercantil y Crisol de 
Cuentas’ by Gabriel de Souza Brito 


Esteban Hernandez Esteve 


Introduction 


There are only a few early books in Spanish on 
double-entry bookkeeping, or indeed on any type 
of bookkeeping, in flagrant contrast with the large 
number of early account books that are preserved 
in Spain in various archiv2s, and which little by 
little are being brought to light by historians of 
accounting. The small number of early books on 
accounting does not accord with the interesting 
innovations in this field in Spain at the beginning 
of the early modern period.! 

The fact is that only two books dealing expressly 
with accounting were putlished in Spain in the 
sixteenth century, and one of them (by Rocha) was 
a translation that did not deal with double entry 
proper but with an incomplete version of that 


'The important role that Spzin must have played in the 
process of introducing and disseminating double-entry book- 
keeping was clearly recognized ty Raymond de Roover, who 
was without doubt one of the most distinguished historians of 
accounting and one of those wno have contributed most to 
boost the study of this subject. In fact, de Roover was of the 
opinion that it would be perfectly useless to try to undertake 
a general study of the origins ard early years of double-entry 
bookkeeping while there was ṣọ little information on this 
subject about two of the leadirg economies of the sixteenth 
century: Spain and Portugal. See his ‘Aux origines d’une 
technique intellectuelle: La formation et l'expansion de la 
comptabilité 4 partie double’, annales d’ Histoire Economique 
et Sociale, vol. 9, 1937, p. 296. 

A few years later, in 1955, Henri Lapeyre confirmed this 
assessment, stating that there was a chapter in the history of 
accounting which still remained in the shadow, that on the 
Iberian Peninsula. As regards Portugal, he said, we were 
immersed in most absolute darkness, whereas as regards Spain 
the information available was iittle more than a mention of 
Antich Rocha’s book. See his Une famiile de marchands: les 
Ruiz, Paris, 1955, p. 342. 

Since then, it is true that some more light has been -cast on 
the subject, but, basically and considering all that remains to 
be done, the situation has not improved substantially. So it 
can be said that the history of the origins and early period 
of modern accounting in Spain is just beginning to emerge. 


method known as the ‘system of factors’.? A third 
book contains a chapter on accounting for noble- 
men,” a subject also tackled in a manuscript writ- 
ten, it seems, in its first version around 1535 by 
order of Emperor Charles V. It remained un- 
published until 1870.4 

It is true that during the sixteenth century in 
Spain many other books referred in passing, and 
more or less extensively, to some aspects of ac- 
counting or to some concepts related to that 
subject, particularly as regards the juridical prob- 
lems concerning account books and, notably, their 
value as evidence and the requirements they had to 
meet. However, although these works are inter- 
esting to the accounting historian and are not to be 





The first book to appear in Spain dealing expressly with 
accounting was then one published by Antich Rocha, which 
was published in Barcelona in 1565: Compendio y breve 
instruccién por tener libros de cuenta, deudas y de mercaduria, 
muy provechoso para mercaderes, y toda gente de negocio, 
traducido de frances en castellano. It was in fact a simple 
translation of Valentin Mennher’s Practique brifve povr cyfrer 
et tenir Liures de Compte touchant le Principal train de 
Marchandises, published in Brussels in 1550. 

The first original treatise on double-entry bookkeeping 
written by a Spaniard is Bartolome Salvador de Solórzano, 
Libro de caxa y manual de cuentas de mercaderes y otras 
personas con la declaracion dellos. Compuesto por... natural de 
Medina de Rioseco Madrid, 1590. I have presented some 
information on the author’s life in my “Tras las huellas de 
Bartolomé Salvador de Solorzano, autor del primer tratado 
espafiol de contabilidad por partida doble (Madrid 1590). 
Relato de una investigación con algunas noticias sobre su vida 
y consideraciones acerca del contexto histdérico-contable en 
que apareció su obra’, Revista de Derecho Mercantil, no. 
167-168, January-June 1983. 

In general, additional information on these two works as 
well as on many other matters related to the history of 
accounting in Spain may be found in my book, Contribucion 
al estudio de la historiografia contable en Espafia, Madrid, 
1981. 

3Gaspar de Texeda, Summa de arithmetica practica y de 
todas mercaderias con la horden de contadores, Valladolid, 
1546. 

Gonzalo Fernandez de Oviedo y Valdés, Libro de la camara 
real del principe don Juan, Madrid, 1870. 
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disregarded, they are not treatises on accounting, 
and contain no references to the technical aspects 
of accounting.’ 

In the seventeenth century, the list of publica- 
tions is even shorter. At the very beginning of the 
century, we find a small work of only four folios, 
without indication of the place and date of publi- 
cation. This book, by Salavert, refers expressly to 
accounting matters, explaining the two book- 
keeping systems used at the time: the libro común 
or pliego horadado (the common or loose-leaf 
book) and the libro de Caja (ledger), i.e. double 
entry. We know, moreover, of several manuscripts 
that refer, in most cases briefly, to these systems of 
bookkeeping, mainly in connection with public 
accounting. But until 1697, when de Metz’s book 
was published in Amsterdam, there was no other 
book in the Spanish language designed to teach the 
practice of double entry.’ 

Although not so numerous as those in the 
previous century, some books were published in 
the seventeenth century that deal with the juridical 
problems of the business world and pay some 
attention to the legal aspects of account books.’ 

The production of the eighteenth century is not 
greater. The book discussed in this article was first 





“The most outstanding of these books is that written by 
Diego del Castillo: Tratado de cuentas hecho por el licen- 
ciado... natural de la ciudad de Molina, Burgos, 1522. Another 
important work which deals with account-books in a chapter 
on the section on ‘Banks and Merchants’ is Bartolomé de 
Albornoz, Arte de los contractos, Valencia, 1573. Apart from 
these works, there is an extensive collection of Spanish 
juridical books of the sixteenth century that deal in passing 
with accounts and account-books. They are referred to in my 
Contribucion al estudio..., op. cit. 

6Gabriel de Salavert, Repuesta de Gabriel de Salavert cavallero 
catalan vezino de Barcelona a lo que le ha preguntado el reyno 
acerca de las incommodidades del rey nuestro señor, y destos 
reynos, no publication place or date, 4 folios (Royal Academy 
of History, Salazar Collection, volume T-53). It was published 
around 1603. About four years later, as nobody paid any 
attention to his ideas, Salavert expounded then again in 
another work, similar to the previous one, entitled Medio para 
que las personas de negocios naturales y otros intelligentes 
manifiestan por menor, y en individuo lo que han trabajado, y 
se les offrece para reparo, y remedio de las incommodidades del 
rey nuestro senor, y destos reynos. Dirigido a su Magestad. 
Por... cavallero catalan vezino de la ciudad de Barcelona, no 
publication place or date, 4 unnumbered folios (also cata- 
logued in the Library of the Royal Academy of History). 

7Jacob de Metz, Sendero mercantil. Que contiene 240 
Preguntas fundamentales con sus Respuestas, para saber destin- 
gir entre Deve y Ha de aver, Y absolvar en algunas occasiones 
las Dudas, que se podran offrescer en asentar las partidas en 
el Manual para de ahi ser transportado, al Libro Grande de 
Caxa. Hecho por Industria y Despeza de..., Amsterdam, 
1697. 

The most important books of this kind published by 
Spaniards during the seventeeth century are: Francisco Muñoz 
de Escobar, De ratiociniis administratorum et ailiis variis 
computationibus tractatus, Medina del Campo, 1603; and Juan 
de Hevia Bolaños, Labyrintho de comercio terrestre y naval. 
Donde breve y compendiosamente se trata de la mercancia y 
contratacion de tierra y mar, Lima, 1617. 
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published in 1706. The next treatise on double- 
entry bookkeeping did not appear until 1773. It 
was repudiated by its author, Luque, who pub- 
lished it again, drastically corrected and enlarged, 
in 1783? 

Therefore, between the short work by Salavert 
around 1603 and the book by Luque in 1773, no 
known printed work dealing with the theoretical 
and practical problems of accounting appeared in 
Spain during more than a century and a half. 
Indeed, we must not forget that, although written 
in Spanish, the two books published respectively in 
1697 and 1706 were published in Amsterdam by an 
exile or a descendant of exiles. The most startling 
fact is that during that interval of 170 years, the 
Castilian accounting tradition was lost in Spain— 
but not in the books published in Amsterdam—so 
that when Luque published his first treatise in 
1773, the traditional terminology and even the 
names of the account books had been forgotten, 
and were replaced by French terms and expressions 
from which the concept of ‘double entry’ is taken 
again; and this nomenclature replaces for good the 
classical Castilian terms of debe y ha de haber | 
(debit and credit) and libro de Caja con su Manual 
(the ledger and journal system). Similarly, the libro 
de Caja is now called Mayor (ledger) and the 
Manual is called Jornal or Diario (journal). 

Sebastian de Jocano y Madaria, the third and 
last author on accounting of the eighteenth cen- 
tury, was perfectly aware of this fact when he wrote 
in 1793 a remarkable book which is essential for 
the proper understanding of the evolution of the 
concept of double-entry bookkeeping in Spain." 

The lack of accounting texts and publications 
during those 170 years must have coincided with a 
state of apathy and stagnation in the use of double 
entry in trade, although not to such a point that the 
practice of the system completely disappeared dur- 
ing that period of Spain’s economic history." 


*Luis de Luque y Leyva, Arte de partida doble, dividido en 
tres partes, Cadiz, 1773. The second edition, which was 
corrected, is entitled Arte de partida doble ilustrado. Methodo 
para anotar con toda claridad, y especificacion en los libros de 
comercio, las cuentas, y negocios pertenecientes a un escritorio, 
Cadiz, 1783. 

Sebastian de Jécano y Madaria, Disertacién critica y 
apologética del arte de llevar cuenta y razón contra la opinion 
del barón de Bielfeld, acerca del arte en general y del método 
llamado de partidas dobles en particular, Madrid, 1793. 

UJocano y Madaria himself admits this when he says: ‘In 
spite of this, as it is difficult that something that has once 
become a standard practice may be forgotten by all the 
Italian method was maintained in Spain during the sev- 
enteenth and the beginning of the eighteenth centuries. I saw 
it with pleasure as well as regret in the original books in which 
Gaspar Saenz de Viteri and Manuel de la Herrera kept in 
Madrid the Accounts of the Wool Revenue Administration of 
Adrian Antonio de Tourlon from 1698 to 1713’. ibid, p. 92. 
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Souza’s book: background 


Until now, the knowledge we had of Gabriel de 
Souza Brito’s Norte mercan*il y crisol de cuentas 
was little more than the simole information given 
by Sebastian de Jocano y Madaria. Although some 
bibliographical indexes mention the book, and a 
few accounting historians refer to it in their work, 
it does not seem that any of zhe authors had access 
to acopy of the book. Consequently they could not 
give even a cursory outline of its contents. Jocano 
himself is very sparing in his comments in which he 
shows a lack of interest. He reports only that ‘a 
Jew called Sousa Brito, almost copying Solórzano, 
wrote in Castilian a treatise that was printed in 
Amsterdam in 1706. He does not say any more 
about him, although he includes his name between 
those of Bartolomé Salvacor de Solorzano and 
Luis de Luque y Leyba in the appendix in which 
he lists the authors of works dealing with the 
‘Italian or double-entry accounting method’, these 
three being the only three Spaniards in the group." 

José Maria Gonzalez Ferrando reproduces and 
enlarges the information provided by Jócano, 
specifying that Souza was a Portuguese Jew from 
Lisbon, although of a possisle Spanish origin, who 
had moved to Amsterdam.’ This statement is 
based on the Portuguese tibliographical index of 
Diogo Barbosa Machado who reports, besides the 
information already ment.oned, that Gabriel de 
Souza Brito was still living around 1719 in the 
Dutch capital where he was teaching. Barbosa 
adds—and it does not seem thai he personally 
examined Souza’s book either—that Souza was an 
expert in practical and theoretical arithmetic, as 
well as in cosmography and the military arts. This 
information was evidently inferred from the titles 
of the two works of this author known to him, 
both written in Castilian.-° 

The recent bibliographical catalogue of Dom- 
ingo Garcia Peres also pcints out that Souza was 
Portuguese, although he had gone to Amsterdam 
‘to undertake commercia. studies’. However, the 
source of this information is not given.” 

The well-known speciglised bibliography of J. 
Peeters-Fontainas also inzludes Gabriel de Souza 
Brito’s book of 1706 without specifying, however, 


hid, p. 39. 

3 hid, p. 95. 

“Joseph-H. Vlaemminck, Historia y doctrinas de la con- 
tabilidad, Spanish version revBed and enlarged by José M” 
Gonzalez Ferrando, Madrid, .961, p. 232. 

SDiogo Barbosa Machado, Bibliotheca Lusitana Historica, 
Critica, e Cronologica, Lisbon, 1747. The other work of Souza 
mentioned by Barbosa has nothing to do with bookkeeping. 
It was entitled Epitome cosmog-afico en e! qual se trata de todas 
las ciudades del mundo calculado por sus regiones, y provincias 
a su longetud y latitud..., Amsterdam, 1706. 

“Domingo Garcia Peres, Catalogo razonado y bibliográfico 
de los autores portugueses que escribieron en castellano, 
Madrid, 1980. 
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the author’s origin.” The same goes for the biblio- 
graphical index of Antonio Palau y Dulcet, which 
reports the two works mentioned by Barbosa.” 

More recently, the Grande Enciclopédia Por- 
tuguesa e Brasileira repeats the information pro- 
vided by Diogo Barbosa, and adds that Souza was 
born in Lisbon in 1650 and had to escape to the 
Netherlands because he was being persecuted by 
the Inquisition for being Jewish. He died in The 
Hague at an unknown date. Apart from the two 
books mentioned by Barbosa, the encyclopedia 
reports another book, which was published in 
Portuguese in The Hague long after the author’s 
death.” It seems that Souza wrote yet another 
work in Portuguese, but that this book was with- 
drawn by the Holy Office. 

In accounting history circles, the Norte mercantil 
y crisol de cuentas has aroused some curiosity, the 
more so as it was being searched for without 
success. So, it is not surprising that Basil Yamey 
should mention it, and say that its author was the 
first Portuguese who ever wrote a book on double- 
entry bookkeeping.” The Portuguese scholar, 
Fernando V. Gongalvez da Silva, also published an 
article in which he gave some information on Souza 
and made some comments on the fact that it was 
usual at that time for Portuguese to know the 
Castilian language, and that this was especially 
true of the Jews, since most of them came from 
Spain from where they had emigrated after the 
expulsion decree of Isabella and Ferdinand. It was 
thus not surprising that a Portuguese Jew should 
write his books in Castilian and publish them in the 
Netherlands where many of his fellow countrymen 
emigrated later, after Portugal had been incorpo- 
rated into the domains of Philip II.” 

Although no copy of Souza’s book could be 
found in spite of meticulous searches in Spain and 
Portugal, as well as in the Netherlands, it was 
possible nevertheless to confirm that the author 
was active as a teacher, thanks to the quaint 
advertisement he included at the end of his work 
on cosmography, Epitome cosmografico, published 
in 1706. From this advertisement, in which Souza 
announced his services, we know that he not only 
taught arithmetic and double-entry bookkeeping, 
but also offered his good services to keep accounts 
and draw up balances, a practice that was probably 


"J. Peeters-Fontainas, Bibliographie des Impressions Es- 
pagnoles des Pays-Bas, 1520-1799, Antwerp, 1933. 

Antonio Palau y Dulcet, Manual del librero hispano- 
americano, vol. XXII, Barcelona, 1970. 

"Gabriel de Souza Brito, Instrucao de doutrina dos principais 
artigos de fé judaica con sumaria confissao deles, The Hague, 
1782. 

Basil S. Yamey, ‘Early Portuguese Treatises of Book- 
keeping and Accounts’, Accountancy, August 1969. 

*'Fernando V. Goncalves da Silva, ‘Un livro espanhol de 
autor portugués’, Revista de Contabilidade e Comercio, section 
on ‘Curiosidades e Velharias’, vol. XXIII, pp. 294-7. 
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common to all the accounting teachers of that 
period.” 

Provoked by curiosity, I also undertook a search 
for Souza’s book; but I too was not fortunate 
enough to find a copy of the first edition. However, 
I had the luck to come across a bibliographical 
reference to a second edition that was not known 
to accounting historians. This reference was to a 
copy in Columbia University Library.” 


Souza’s book: description and analysis 


This second edition of the book was prepared by 
Souza’s son, Ishac de Souza Brito, who had it 
reprinted ‘with great accuracy... with the permis- 
sion of the Lords of the “Mahamad”’ in Am- 
sterdam in 1770 by the publisher Juan ten Houten. 
It seems that the second edition reproduces the text 
of the first edition, with the addition only of two 
dedications by the son. What we say about this 
second edition is therefore also true of the original 
work. 

The complete title of the book, as it appears on 
the title page, is as follows: Norte mercantil y crisol 
de quentas. Dividido en tres libros. En los quales se 
tratan por modos muy faciles, y breves, de la 
Arithmetica Mercantil, y Especulativa, con todas las 
Reglas y Secretos de essa Arte, y de los Giros de 
Cambios de una Plaza a otra, y las Monedas 
corrientes que hay en Europa, y fuera de ella. Y la 
Declaracion del Libro de Caxa y su Manual de 
quentas de mercadeles, obra muy provechoza tanto 
para la Juventud como para toda suerte de Trat- 
antes. Recopilada, y puesta en buen estilo y orden 
por Gabriel de Souza Brito. 

As the title says, the work is divided into three 
parts or books. The first two books have a com- 
mon index and consecutive paging. On the other 


»This advertisement reads as follows: ‘As among the 
different methods applied to keep the ledger the best is that 
used by the Italians, the author of this work, Gabriel de Souza 
Brito, offers his services to teach it with great perfection in 
a very short time. He also offers to teach Practical and 
Speculative Arithmetic, as it is described in this book, and to 
explain in an easy way the differences existing between the 
systems used in several kingdoms and how receipts and 
expenditures are to be recorded in any kind of business, as 
well as other comments on trade matters, etc. Thus he begs 
any person who wishes to learn these Arts to get in touch with 
him since he gives lessons on these subjects every day in the 
morning from nine to eleven and in the afternoon from three 
to five, and in winter in the evening from four to eight, and 
he will do his best to satisfy and please everybody. In this way, 
people can avoid having two teachers; and he will charge them 
a good price according to their means. And if any merchant 
wishes him to keep his books or to make any adjustment or 
to draw any balance of his accounts, he will always find him 
ready to serve him faithfully and sincerely”. 

José Maria Gonzalez Ferrando kindly drew my attention to 
this advertisement. 

2The National Union Catalog. Pre-1956 Imprints, vol. 559, 
London, 1978. 
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hand, the third book has separate paging and its 
own index. Apart from the general title page, each 
of the three books has its own title page. That of 
the first book states that it contains La Declaracion 
del Libro de Caxa y su Manual de Quentas de 
Mercaderes, y otras personas, as well as a few basic 
questions, together with their answers, in order 
that one may know how to distinguish the debit 
from the credit and to dispel the doubts that may 
arise when recording the entries in the journal and 
posting them to the ledger. It is evident that the 
first part of the title of the first book reproduces 
exactly the internal title given by Bartolome Sal- 
vador de Solorazano to the theoretical part of his 
treatise of 1590. The title page of the first book of 
the Norte mercantil repeats that the work was 
‘compiled, ordered and put in good style by Ga- 
briel de Souza Brito’, a formula that also appears 
on the title pages of the second and third books. 
This alone should put us on our guard as to the 
originality of the whole work. 

The author specifies also on the title page that, 
besides accounting, the first book further ‘deals 
with Castilian Orthography, now newly corrected 
with the addition of some information and expla- 
nations on that subject’. 

The general title page of the volume is followed 
by a dedication of the author’s son and the re- 
issuer of the book (Ishac de Souza Brito) addressed 
to Joseph de Aron de Pinto and Jacob van Jer- 
onimo Lopes Suasso who were probably two dis- 
tinguished members of the colony of Portuguese 
Jews established in Amsterdam and, judging by the 
content of a second dedication included in the third 
book, were also important merchants of that town. 
The following sixteen pages contain announce- 
ments, riddles and laudatory sonnets. Then comes 
the title page of the first book, followed by a 
foreword occupying four pages, and then by the 
index of eight pages covering the first two books. 
The last of these pages includes two additional 
laudatory sonnets, one in Castilian and the other 
in Dutch. On the next page the accounting treatise 
begins. It takes up 155 pages divided into 51 
chapters. These are followed by 42 pages (making 
a total of 197 pages), grouped into three chapters 
covering the teaching of grammar and Castilian 
orthography (as indicated above). 

As the first book ends on an odd page, a ‘Mote’ 
or educative verse is printed on the reverse of the 
page, evidencing the horror of the void that 
affected authors and printers of that period. The 
next page bears the title of the second book: 
‘Arithmetic. All about its mercantile and curious 
rules’. It is odd that the publication date shown on 
this title page is 1769, whereas the date appearing 
on the general title page is 1770. This seems to 
show that the title page of the general work was 
printed at the end of the process. The title page of 
the first book does not have any date at all. 
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The reverse of the title page of this second book 
is used for a sonnet praising the importance of 
arithmetic. The next page contains the author’s 
foreword. It is followed by the text of the book, 
divided into 13 chapters that cover 205 pages, the 
total number of pages of the first two books being 
403. The paging 1s not interrupted by the title page 
of the second book, although it has no page 
number itself. 

As stated above, the third book is paged sepa- 
rately. It consists of 181 pages, excluding the index 
which is specific to this book and is provided at the 
end of the text without any page numbers. The first 
four pages of the book, wh.ch come after the title 
page and are not numberzd either, contain the 
above-mentioned dedication addressed to the same 
gentlemen as the first one, followed by a foreword 
to the reader and a page of riddles. The title page 
states that the book deals with: ‘Difficult and 
noteworthy cases of Speculative Arithmetic. All 
the money used in and out of Europe. How 
fractions are to be calculated. And other very odd 
information to entertain the wise reader’. The year 
of publication shown on this title page is the same 
as on the general title page, that is, 1770. 

No interesting information on the author or his 
activities can be found either in the work as a 
whole or in the two dedications introduced by his 
son, Ishac, or in the laudatory sonnets. In the first 
dedication, Ishac de Souza Brito states simply that 
the work was composed by ‘my blessed Lord 
father . .. whose fame rises today from the ashes of 
oblivion through printing’. In the second dedica- 
tion, he says only that he cffers ‘this treatise of my 
Lord father (of blessed memory) as a lesson’. Both 
dedications are dated ‘Amsterdam, December 
1769’. 

We have already mentioned that accounting 1s 
described in the first 51 ckapters of the first book 
of the volume. Even the br-efest examination of the 
text shows that most of the chapters in fact are a 
copy to the letter of the theoretical part of the book 
by Bartolomé Salvador de Solorzano published 
almost two centuries earlier. Souza composed his 
work not only by ‘almost copying Solórzano’, as 
Jécano pointed out, but by transcribing literally 
the text of Bartolome Selvador, with just a few 
changes mainly related tọ the currencies used— 
Souza replaces the maravedis or ducats of Bar- 
tolome Salvador by florizs—-and to the names of 
towns, persons, and so on. Thus, in the passage of 
the second chapter where Bartolomé Salvador 
refers to some towns that have public banks such 
as Zaragoza, Barcelona and Valencia, Souza men- 
tions instead Venice, Amsterdam, Hamburg and 
London. Apart from these modifications, Souza 
also changes a few expressions or sentences, either 
to modernise them and acd a personal touch, or to 
avoid referring to mercantile practices unknown in 
his city. All these modifications are insignificant in 


295 


the context of the work, and do not in total reach 
150 words changed in the whole work. 

Specifically, the chapters of Souza’s work that 
are a simple transcription of Bartolome Salvador’s 
book are, besides the foreword, the first 28 and the 
last five, 1.e. chapters 1 to 28 and 47 to 51, in total 
33 chapters. The first 28 chapters of Souza’s book 
correspond to the first 29 chapters of Bartolome’s. 
Souza omits chapter 6 of Bartolomé’s book. This 
refers to the utility of the ledger and journal, i.e. 
of double entry, in keeping the accounts of a 
nobleman, a subject obviously of no interest to 
Souza in his century and environment. On the 
other hand, Bartolomé’s chapter 11, in which are 
explained and defined the mercantile and account- 
ing terms most commonly used, becomes chapter 
3 in Souza, probably for the good reason that the 
reader may immediately become familiar with the 
expressions that will be used repeatedly through- 
out the book. These are the only major changes 
introduced. Even the headings of the chapters are 
practically the same. 

After the 29 theoretical chapters, Bartolomé 
Salvador adds a thirtieth chapter in which he 
explains the practical example he is to present. This 
extensive example comprises a journal of 46 folios 
(92 pages) and their posting to a ledger of 27 folio 
(54 pages). l 

Souza was not able to use this example to 
illustrate the exposition of the previous chapters, 
since all the mercantile operations referred to 
transactions of the type performed in Seville during 
the last ten years of the sixteenth century. To adapt 
the practical example provided by Bartolomé to 
the conditions, currency and prices prevailing in 
Amsterdam at the beginning of the eighteenth 
century would have involved a gigantic effort for 
Souza, not less than if he had had to produce a new 
model set of transactions. Souza preferred to omit 
the model, and to introduce in its place eighteen 
new chapters in the form of questions and answers 
that are not even his, as we shall see, but are copied 
from Jacob de Metz’s book.” 

In chapter 47, Souza returns to the transcribing 
of Bartolomé Salvador’s book, copying one of the 
eight chapters that the latter introduces after the 
practical example, namely the chapter on the cor- 
rection of errors. The next four chapters, 48 to 51, 
also reproduce Bartolomé’s chapters which are, 
however, embodied under the same heading as the 
one used by this author for his eight chapters: 
‘Information for the persons who keep the ledger 


An account of de Metz’s book was presented by Basil S. 
Yamey at the Premier Symposium International des Historiens 
de la Compatibilité, held in Brussels in 1970. His paper, ‘Jacob 
de Metz’s ‘Sendero Mercantil’: An Unrecorded Book on 
Accounting, 1697’, was published in Accounting and Business 
Research, Spring 1971, and is reprinted in his Essays on the 
History of Accounting, New York, 1978. 
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and the journal, so that they may know all about 
these books’ (Las Advertencias que estan despues del 
libro de Caxa). 

Thus, in all, Souza reproduces five of the eight 
chapters included by Bartolomé in his Adver- 
tencias. The three chapters he omits are, first, two 
that explain the monetary systems of Flanders, 
France and the West Indies, as well as several 
details of their trade practices which are necessary 
to understand some operations included in the 
practical example but make no sense if the example 
is omitted. The other chapter omitted is a very 
interesting one on bank accounting. 

Needless to say that in Souza’s book there 1s no 
trace of acknowledgement of his great debt to the 
work of Bartolomé Salvador. It is also fruitless to 
look for any recognition of the work of his fellow 
countryman Jacob de Metz, Sendero mercantil, 
published in Amsterdam in 1697, although Souza 
does, it is true, reproduce a large part of its title on 
the title page of his own first book (the same as he 
does, as we have seen, with the title of Bartolomé 
Salvador’s treatise). However, the plagiarism of the 
book written by Metz is even more surprising, 
when we consider that this book was published in 
Souza’s city only nine years before his own work. 
Even though we can assume that Bartolomé’s book 
of 1590 may have been totally unknown 116 years 
later in a community which was so distant from its 
point of origin as was the Jewish community of the 
Netherlands—although the trading community 
was not particularly characterised by poor commu- 
nications and transmission of information—it is 
unimaginable that the book published by Metz 
would not have been sufficiently known in Souza’s 
own mercantile circles. So, it is striking that Souza 
did not openly recognise his debt to Metz. It 
appears that he was not much concerned by the 
possibility that somebody might reproach him for 
his plagiarising. 

At any rate, the fact is that the 18 chapters 
(numbered 29 to 46) of Souza’s book which are not 
copied from Bartolome Salvador’s treatise are 
transcribed, one by one, from the little book of 
Jacob de Metz. They follow the same order and 
have the same titles, although here and there are 
some small purely literary variations. The contents 
of the chapters, presented in the form of questions 
and answers, do not undergo any important 
change either, although in some cases a word is 
changed or the scope of some answers is even 
developed or made specific. This, occurs, for in- 
stance, in the fifth question of the first chapter in 
which, when talking about the formulation of 
the entries in the journal, Souza states that it is 
not convenient to simplify the expression debe 
por (owes for), while Metz admits this possi- 
bility. The other small changes appearing in the 
work are of the same nature and even less im- 
portant. The total number of questions and an- 
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swers included in Souza’s work is the same as in the 
work copied, i.e. 240, distributed in the same 
manner in the same 18 chapters. 

It must be admitted that the publication in 1706 
of Norte mercantil y crisol de cuentas did not 
constitute an original contribution to the small 
number of works on accounting published in Span- 
ish during the sixteenth, seventeenth and eigh- 
teenth centuries. The curiosity aroused by this 
book and the efforts displayed to find a copy of it 
have, in the event, not been proved to be justified. 
There is nothing in this book that warrants the 
interest of historians, except the mere fact that it 
was published and that there was a compiler who 
took care of presenting it ‘in good style and order’, 
as he meticulously repeats on all the title pages. 
This apparent modesty or studied ambiguity ex- 
hibited by Souza may perhaps have served as an 
escape clause. Added to this is the curious respect 
he shows towards those books from which he took 
his material by reflecting their titles in the sub-titles 
of his own book: perhaps he wanted to be on the 
safe side and not to disguise completely the sources 
of his work. However, the firm statement elsewhere 
that he is the author of the work does not accord 
with this notion. He even has the effrontery to add 
in the foreword of the first of his books, which is 
copied entirely from Bartolomé Salvador, the fol- 
lowing sentence: ‘And I offer my work to whoever 
may be curious to know more about the subject’. 
The reader who knows the facts will be amused by 
the inclusion of the extravagant laudatory sonnets 
such as the one by Giuseppe Germani Reggiano 
which begins: 


La mia Musa non fa facondia tale, 
Per dir Palte Virtu di Gabrielle; 
Minerva Tl inalzo fin’ alle stelle, 

La Fama a suo favor gia stende I’ Ale. 


(My Muse is not sufficiently eloquent 

To praise the great Virtues of Gabriel. 
Minerva transported him to the stars 

And Fame already spreads her wings over him.) 


Of course, unacknowledged copying was not 
uncommon at that time; and, in any case, we have 
discussed only the accounting part of Gabriel de 
Souza Brito’s book, and not the remainder of his 
work which may possibly have some originality. 

Finally, it is strange that in such a small commu- 
nity as must have been constituted by the Por- 
tuguese Jews established in the Netherlands the 
need was felt to publish two works on double-entry 
bookkeeping in a short period of ten years (1697 
to 1706). It is strange, further, that they were 
written in Castilian, while even in Spain virtually 
no work of this kind had been published since 
1590. 
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Consensus among Auditors in Evaluating 
the Internal Audit Function 


Arnold Schneider 


In recent years, the number of companies having 
internal audit departments has increased and the 
average size of internal audit staffs has grown. The 
development and growth of internal auditing has 
had an impact on the aucits made by external 
auditors, who may rely on the work performed by 
the internal auditors. Wallace (1984) has shown 
that internal audit activities reduce external audit 
fees. A survey by Ward end Robertson (1980) 
showed that ‘virtually all incependent auditors rely 
on internal auditors to some extent’. According to 
Statement on Auditing Standards (SAS) No. 9 
(AICPA, 1975), this reliance decision should be 
preceded by an evaluation of the internal audit 
function. Evidence that auditors! do evaluate inter- 
nal auditing is provided by Maher (1980) who 
found ‘that the external audit provides manage- 
ment with a formal evaluat:on of internal audit in 
about one-half of the companies studied’. 

The objective of this study is to assess the degree 
of agreement among audicors in evaluating the 
internal audit function. A lack of consensus on 
internal audit judgments might lead to diversity in 
the nature, timing or extent of audit procedures. 
This, in turn, could lead to variance in costs of 
audit work and could also create diverse informa- 
tion sets as bases for audit opinions on the fairness 
of the financial statements. In general, consensus is 
a necessary condition for the existence of profes- 
sional expertise (see Einhorn, 1974). Since the basis 
of the auditor’s authority is professional expertise, 
lack of consensus on audit opinions about financial 
statements may undermine the stature of the audi- 
ting profession. Indeed, th2 profession has recog- 
nised this by having various review processes and 
continuing education programmes. 


Literature review 


Several studies in recent years have examined 
consensus with respect to internal control judg- 
ments. Joyce (1976) studied the effect of internal 
controls and financial statement ratios on audit 
program planning decisions related to accounts 


ote 





'Unless the word ‘auditor’ in this paper is preceded by 
‘internal’, it refers only to an external auditor. 


receivable. In measuring consensus, Joyce obtained 
a rather low (0.37) average correlation between the 
responses of all pairs of auditors. Mock and 
Turner (1979) investigated the effect of changes in 
internal controls on 73 auditors’ substantive test- 
ing decisions related to four specific auditing pro- 
cedures. The authors found that the respondents’ 
decisions on sample size showed considerable vari- 
ance. From the results of these two studies, one can 
only conclude that consensus is low with respect to 
decisions about audit work (audit hours in Joyce’s 
case and sample size in Mock and Turner’s case). 
One cannot infer a lack of consensus about inter- 
nal control evaluation. It may be that auditors 
agree on the strength of internal controls, but 
disagree on the amount of compliance or substan- 
tive testing to be done. 

Reckers and Taylor (1979) examined auditors’ 
consensus on internal controls related to payrolls. 
They asked 30 auditors to state their percentage 
reliance on internal control (as outlined by SAS 
No. 1, section 320B.35) for five different cases. The 
authors found the average correlation between 
ratings to be only 0.16. Although this study pro- 
vided the subjects with a more realistic internal 
contro! questionnaire than any previous auditing 
research, the low consensus found cannot neces- 
sarily be attributed to the internal control evalu- 
ations. As Felix and Kinney (1982) note, ‘their 
measure of internal control quality confounds the 
quality of control with degree of reliance to be 
placed on a control of a given quality’. 

A study by Ashton (1974) and later extensions 
by Ashton and Brown (1980), as well as Ashton 
and Kramer (1980), did examine consensus on 
internal control evaluations. In these studies, sub- 
jects were asked to rate the internal control 
strength of a payroll system on a six-point scale. 
Ashton’s study of 63 auditors found an average 
correlation between ratings of 0.70. Ashton and 
Kramer, who used 30 auditing students as subjects, 
found an average correlation of 0.66. Ashton and 
Brown, who inserted two additional questions 
into the questionnaire of the latter two studies, 
found an average correlation of 0.67. The results of 
these three studies on internal control evaluation 
reveal reasonably high degrees of consensus. One 
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might also, therefore, expect to find agreement 
among auditors in the evaluation of the internal 
audit function, which is a part of the internal 
control system. 

Very little research has been done on internal 
audit evaluation. In one study that addresses the 
consensus issue, Clark, Gibbs, and Schroeder 
(1981) asked 25 CPA firm partners and managers 
to evaluate only one attribute of an internal audit 
function: objectivity. Although no statistical mea- 
sures of consensus were reported, the authors 
concluded that the respondents displayed marked 
differences in their judgments. This conclusion, 
however, was based only on responses about the 
one most important characteristic related to ‘objec- 
tivity’. In the only research to date that measures 
consensus on internal audit evaluations, Brown 
(1983) asked auditors to rate various case profiles 
constructed using six characteristics of an internal 
audit function, He found a good deal of consensus 
across auditors: the average correlation between 
ratings of all pairs of auditors was 0.70. As before, 
this study examines correlations as a measure of 
agreement on internal audit evaluation. In addi- 
tion, consensus is examined based on models that 
were derived from the auditor’s internal audit 
evaluations. This will be discussed later in the 


paper. 


Experiment 


Subjects were asked to rate various case profiles 
of an internal audit function. Each profile was 
described by using the three criteria identified by 
SAS No. 9: (1) internal auditors’ competence, (2) 
internal auditors’ objectivity, and (3) internal audi- 
tors’ work. Since these three criteria represent very 
broad concepts, two specific characteristics were 
used as operational definitions for each. The char- 


Table 1 
Characteristics and associated levels 


Competence 
% of audits in which the instruction and super- 
vision by senior internal auditors are satisfactory 
No. of internal auditors (out of 16) who have 
satisfactory auditing experience 


Objectivity 
Organisational level to which the internal auditors 
report 
% of internal auditors time spent on duties that 
conflict with the internal audit role 


Work 
% of audits performed by the internal auditors in 
which the scope is adequate 
% of audits in which the internal audit working 
papers are satisfactory in both quantity and quality 
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acteristics, as well as the four levels chosen to be 
associated with each criterion, were taken from the 
results of Schneider (1985) and appear in Table 1. 
The two characteristics within each criterion were 
always at the same level. Although the levels 
related to specific characteristics, the character- 
istics were grouped and clearly labelled on the 
questionnaire as being definitional elements of 
competence, objectivity and work. 

Sixty-four case profiles were constructed, each 
containing all six characteristics (and thus, ele- 
ments of each of the three SAS No. 9 criteria) at 
some combination of levels. A full factorial design 
was used because a fractional one would have 
required a different data analysis technique (sto- 
chastic conjoint measurement) than the one used 
(axiomatic conjoint measurement). The stochastic 
version assumes a homogeneous group with re- 
spect to internal audit evaluation, which is pre- 
cisely the issue being addressed in this paper. Two 
of the profiles, the strongest and the weakest, were 
used to anchor the end points of the subjects’ 
rating scales so that they would have a better 
understanding of the transition between profile 
descriptions and the rating scale. Subjects were 
asked to rate each of the 62 remaining profiles, 
presented in a randomised order, based on a 
100-point scale of ‘internal audit strength’. 

Information (e.g. industry, size, financial data 
etc.) was given about a hypothetical company as a 
frame of reference for the auditor’s judgments. The 
reason for this was to control for variables other 
than competence, objectivity and work that might 
have a bearing on internal audit evaluation. Sub- 
jects were instructed to make their evaluations 
from the point of view of determining the nature, 
extent and timing of the external auditor’s work 
related to the revenue cycle. The choice of a 
particular set of related transactions (the revenue 


Level 1 
(Weakest) 


Level 2 Level 3 Level 4 


(Strongest) 


16 


Audit 
committee 
chairman 


0% 


Senior VP 
operations 


20% 


Assistant Controller 


controller 


60% 40% 


40% 


40% 


60% 
60% 


80% 
80%% 


100% 
100% 
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cycle) was made, because internal controls (includ- 
ing the effects of internal audizing) are evaluated in 
the context of transaction sezs (cycles). 


Subjects 


The ‘Big Eight’ US CPA firms were contacted in 
Columbus, Ohio and were asked to provide as 
subjects for this study about three audit managers 
who had audited clients having internal audit 
departments, preferably auditors who had some 
experience with manufacturing companies of over 
$100 million in sales. Experience with large manu- 
facturing companies was requested since this was 
the type of company portreyed in the question- 
naires given to the subjects. Eighteen audit manag- 
ers (non-randomly selected) from seven of the eight 
CPA firms participated in the experiment. The 
auditors were told that the rating task would 
probably require about one hour of their time. 
There was no requirement that the task be com- 
pleted in one sitting. The auditors performed the 
task at their own conventence and almost all 
mailed back their ratings within two weeks. The 
auditors were asked to provide written comments 
about the experiment and none remarked on 
length or tediousness. 

The group of subjects averaged 32 years of age, 
about 9 years of public accounting experience, and 
2.6 years as audit managers. All subjects had 
experience in making decisions or recommen- 
dations about relying on the work of clients’ 
internal auditors. Of these clients, an average of 
58% were classified as mar.ufacturing companies 
having over $100 million ir sales. Thus, it would 
appear that these subjects aad backgrounds that 
were adequate for the judgments involved in this 
research. 


Analysis 


First, all pairs of auditozs’ profile ratings were 
correlated. If one assumes that the ratings are valid 
on an interval scale (i.e. distances between any 
adjacent points on the rating scale are equidistant 
in terms of internal audit strength), as authors of 
the studies reviewed earlier had assumed, then an 
average (a simple average) Pearson correlation 
coefficient of 0.764 represents the degree of agree- 
ment with respect to the profile ratings. If the 
auditors did not perceive the intervals on the rating 
scale as being equidistant in terms of internal audit 
strength, then an average Spearman correlation 
coefficient of 0.734 or an average Kendall’s tau of 
0.600 would be an appropriate measure of con- 
sensus on the profile ratings. All of these measures 
indicate a high degree of agreement among audi- 
tors and compare favourebly with the results of 
research on internal control evaluation reported 
earlier in this paper. 
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A technique known as conjoint measurement 
(see Barron, 1977) was then used to analyse the 
data. Most of the studies on internal control 
evaluation have found that auditors’ judgments 
can be represented by additive models. The follow- 
ing additive model was presumed to be an appro- 
priate representation of auditors’ judgments on the 
internal audit function: 


r =f, (CMP) + 4£(OBJ) + A(WRE) 
where 


CMP = internal auditors’ competence; 
OBJ = internal auditors’ objectivity; 
WRK = internal auditors’ work; 
f, = part-worth function; 
r = an evaluation about the strength of the 
internal audit function. 


Additivity implies that all three SAS No. 9 criteria 
would have independent and compensating effects 
as if one could just add values of ‘competence’, 
‘objectivity’ and ‘work’ together to arrive at a 
value of overall internal audit strength. . 

Conjoint measurement is a test for additivity 
that determines whether the subject’s responses 
satisfy certain relational properties that are neces- 
sary conditions for additivity. An analysis of such - 
tests revealed that, for 15 auditors, the strategies 
for combining the three SAS No. 9 criteria were 
consistent with additive models. The combination 
strategies for the other three auditors could not be 
determined. A possible conclusion from their data 
is that the effect of one criterion was dependent on 
the levels of characteristics related to another 
criterion. Thus, their strategies implied that values 
of the three criteria could not be independently 
added together and that a high value on one 
criterion could not necessarily compensate for a 
low value on another. On the whole, though, since 
15 of the 18 auditors’ data fit additive models, 
there was a high degree of consensus with respect 
to combination strategies. 

For the 15 auditors whose strategies were consis- 
tent with additive models, the conjoint mea- 
surement technique produced numerical scale val- 
ues of internal audit strength. Two measures, 
PRECAP and STRESS, indicated generally good 
fits between the scalings and the original data. 
PRECAP, which measures the proportion of cor- 
rect pairwise comparisons between two orderings, 
ranged from 0.864 to 0.994. STRESS, a ‘badness of 
fit’ statistic analagous to the coefficient of multiple 
correlation in regression analysis, ranged from zero 
(a perfect fit) to 0.316. 

For each subject, the derived scale values were 
plotted as components of part-worth functions for 
each criterion: CMP, OBJ, and WRK. All subjects’ 
part-worth functions were increasing, as would be 
expected. A visual inspection of these functions 
revealed that, while some were quadratic or cubic, 
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most were linear or approximately linear. In addi- 
tion to plots of individual subjects’ part-worth 
functions, scale values were averaged across all 
subjects to obtain part-worth functions for the 
‘average’ subject. These functions are roughly 
linear. 

The relative importance of the CMP, OBJ and 
WRK criteria can be measured by using the scale 
value ranges (see Green and Tull, 1978), as follows: 


3 
w= Sif 2, s 
Fi = 


where w, = derived weight for criterion j; s; = range 
of scale values for criterion J. 


Computation of these relative weights yielded 
35.2%, 23.1% and 41.7% for CMP, OBJ and 
WRK, respectively. This implies that, on the aggre- 
gate, WRK was perceived to be the most important 
criterion, followed by CMP, with OBJ a distant 
third. 

A possible explanation for ranking WRK most 
important is that while competence and objectivity 
indicate the potential to perform good audits, the 
work criterion provides information about what 
has actually happened in the audits. The reason 
why OBJ is ranked behind CMP is not clear. 
Apparently, though, in the aggregate, objectivity 
was not considered to be a trivial criterion. It did 
receive almost a quarter of the total weight. These 
results on relative criterion importance also hold 
for most of the subjects’ data when analysed 
individually, as in Table 2. 

Table 2 reveals that the most important criterion 
was WRK according to 9 subjects, CMP according 
to 4 subjects, and OBJ for the remaining 2 subjects. 
None of the subjects rated both CMP and OBJ 
ahead of WRK. Objectivity was rated last by most 
subjects (i.e. by 12 of the 15). 


Table 2 
Relative importance weights 
Objectivity 


Auditor Competence 
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A statistical procedure to examine auditors’ 
ordering of criterion weights based upon this sam- 
ple of subjects is provided by the Friedman test for 
related samples. The following hypothesis is tested: 


Hy: twrk = Temp = Tobj 
H,: the t’s are not all equal. 


where: t, = the treatment effect of criterion J. 


The Friedman § statistic was computed from the 
data in Table 2, obtaining S$ = 11.63. This is 
significant at the 0.002 level and, therefore, Hp is 
rejected in favour of H,. A multiple comparison 
procedure (based on absolute differences of Fri- 
edman rank sums) yielded a significant difference 
between the WRK and OBJ criteria (« < 0.01), but 
not statistically significant differences for the other 
two pairs of criteria (a > 0.05 for both pairs). So, 
while the sample of subjects in this study produced 
a criterion importance ordering of WRK, CMP 
and OBJ (from greatest to least important), a 
statistical analysis revealed that when generalising 
to a larger population, only the difference between 
WRK and OBJ was statistically significant. 


Conclusion 


The reasons for examining consensus among 
auditors were discussed earlier in this paper. This 
research investigated consensus with respect to the: 


(1) auditor’s profile ratings, 

(2) strategies for combining evaluative criteria, 
(3) derived part-worth functions, and 

(4) implied criterion importance. 


To assess consensus among the auditors’ profile 
ratings, all pairs of profile ratings were correlated. 
The correlation statistics indicate that there was a 
high degree of agreement among auditors with 
respect to rating the internal audit profiles. 

Since additive combination strategies were 
found to fit the profile evaluations for 15 of the 18 
auditors, there appears to be a consensus of addi- 
tive evaluation strategies as being representative of 
how the auditors combined the internal auditing 
information contained in the profile descriptions. 
A visual inspection of the part-worth functions 
suggested a moderate degree of agreement on the 
shape of these functions. Most are linear or ap- 
proximately linear. There was also a moderate 
degree of consensus on the relative importance of 
criteria, as implied from the relative importance 
weights. Nine out of 15 auditors had WRK as the 
most important factor and eight of these nine had 
a ranking of WRK, CMP and OBJ (in that order). 
No auditors had both CMP and OBJ above WRK, 
while almost all auditors had OBJ last. All in all, 
these various avenues of addressing consensus 
seem to indicate a good deal of agreement among 
auditors on evaluating internal auditing. 
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Limitations 


As is true of the results o7 all other studies on 
auditing judgment, the results of this study on 
internal audit evaluation depend on the validity of 
the criteria and the criterion levels used in the 
experimental design. To the extent that the com- 
petence, objectivity or work variables (or the four 
levels which described each variable) may have 
been inappropriate, the findings of this study may 
have lost credibility. To keep the information load 
for the subjects at a manageable level, it was 
necessary to present them with internal audit 
profiles of limited descripticn when compared to 
the amount of information they probably would 
have in an actual audit. As it was, the information 
(and methodology) used in zhis research required 
a large number (62) of profiles to be rated. 

Ancther possible limitaticn is that the results of 
this study may not be genzralisable beyond the 
conditions that were present in the experiment, 
namely: 


U 


(a) an internal audit department of a large 
manufacturing company whose accounting system 
and related internal controls are of ‘average’ com- 
plexity; 

(b) evaluation of the internal audit function for 
the purpose of determining the nature, timing and 
extent of external auditors’ work related to the 
revenue cycle; 

(c) subjects who are audit managers of ‘Big 
Eight? CPA firms in Ohio. 


Despite these limitations, this study provides 
some evidence that there is a fair degree of agree- 
ment among auditors with respect to internal audit 
evaluation. This finding implies that if future re- 
search determines there to be a lack of consensus 
with respect to reliance or. internal auditing, the 
reason should not be attributed to a wide diver- 
gence in internal audit evaluation. 
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Auditor Consensus in Going Concern 


Judgments 


Sam Campisi and Ken T. Trotman 


A company’s ability to continue as a going concern 
is a fundamental uncertainty faced in the prepara- 
tion and audit of financial statements. Auditors in 
Australia have in the past been reluctant to express 
a qualified opinion on the tasis of going concern 
problems (see Ball, Walker and Whittred, 1979). 
However, the introduction to the Statement 
of Auditing Practice, Gong Concern, AUP7 
(Australian Society of Accountants and the 
Institute of Chartered Accountants in Australia, 
1981) and the inclusion of specific provisions in the 
Australian Companies Act 1981 on the ongoing 
ability of a company place new requirements on 
the auditor as to the manner in which he conducts 
his audit and reports his findings. 

AUP?7 states that ‘where the going concern basis 
is used in the preparation of the financial state- 
ments, and the auditor ccnsiders that it is not 
appropriate and the effect is material, the audit 
report should express either an adverse opinion or 
an exception opinion, depending on the degree of 
materiality. If there is a degzee of uncertainty as to 
the appropriateness of the basis, the effect of which 
could be material, the audi: report should express 
either a statement of inability to form an opinion 
or an exception opinion’ (paragraph 12) depending 
on the auditor’s judgment of the materiality of the 
uncertainty (paragraphs 21-25). 

Implementation of the Australian Companies 
Act 1981 has also introduc2zd some changes to the 
reporting obligations of ar auditor. In particular, 
the definition of accounts on which the auditor 
forms an opinion was changed. The statement by 
directors (as required uncer Section 269(9) and 
(10)) now forms part of the accounts and therefore 
the auditor’s reporting obligation, specified under 
Section 285(3), requires the auditor to report 
thereon. This statement contains a comment by 
directors that in their opin.on there are reasonable 
grounds to believe that the company is able to pay 
its debts as and when they fall due. 

The importance of goirg concern judgments is 
not restricted to Australian auditors. For example, 
the Accountants International Study Group report 
on Going Concern Probleras (AICPA et al., 1975) 
examined accounting and auditing practices in 
Canada, the UK and the USA. The Group stated 
that the going concern was a ‘fundamental ac- 


counting assumption’, ‘a basic feature of financial 
accounting’ and a ‘basic postulate of accounting’. 
It provided examples of going concern qualifi- 
cations in each country, and outlined the problems 
in making these judgments. 

In the UK, the going concern concept is covered 
by both statute law and accounting standards. The 
Companies Act 1985, Schedule 4, states that the 
amounts to be included in accounts of a company 
must normally be determined on the presumption 
that the business is being carried on as a going 
concern. SSAP 2 includes the ‘going concern 
concept’ as one of four ‘fundamenta! accounting 
concepts’ which underlie the periodic financial 
accounts of business enterprises. Auditing stan- 
dards on qualifications in audit reports suggest 
that a qualification will arise where there is an 
uncertainty which prevents the auditor from for- 
ming an opinion on a matter. One example of an 
uncertainty, provided by the standard, is doubts 
about the ability of the enterprise to continue as a 
going concern. The standard suggests that the 
qualification given will be either a ‘subject to’ 
opinion or a disclaimer of opinion depending upon 
‘whether the subject-matter of the uncertainty or 
disagreement is considered to be fundamental so as 
to undermine the view given by the financial 
statements taken as a whole’. 

Despite the stated importance of going concern 
judgments, considerable scepticism has been raised 
concerning the ability of an auditor to make going 
concern judgments. For example, the Commission 
on Auditors’ Responsibilities (1978) stated that 
‘there is no reason to believe independent auditors 
are more able to predict whether a company will 
liquidate than they are able to predict the outcome 
of other uncertainties’. Similarly, Carmichael 
(1978) questioned whether the prediction of future 
events and the analysis of the company’s future 
prospects are functions which are compatible with 
the auditor’s role and whether they are competent 
to perform them effectively. In addition, earlier 
evidence by Altman and McGough (1974) sug- 
gested that, for a company that eventually enters 
bankruptcy, prediction models.signal going con- 
cern problems earlier than an auditor’s opinion. 

Kida (1980) suggested that comparison between 
a model’s accuracy and qualified opinions may be 
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affected by extraneous factors such as the per- 
ceived consequences of qualifying. Consequently, 
he suggested that an examination of auditors’ 
actual qualifying behaviour may understate the 
ability of auditors to recognise problems. Kida 
found that auditors were able to disciminate prob- 
lem from non-problem firms at a very high level 
of accuracy which was similar to the predictive 
achievement of the environmental discriminate 
model. 

The purpose of the present paper is to provide 
additional evidence on the ability of auditors to 
identify problem firms. It extends Kida’s (1980) 
study by providing an extended data set rather 
than restricting the data to five accounting ratios. 
In addition, it considers the relationship between 
the judgment on a firm’s going concern status and 
the type of opinion. Finally, in order to provide 
further insight into the auditors’ going concern 
opinion decision process, the study examines the 
factors which participants suggested that they 
relied on in making these judgments. 


Research method 


The Use of Consensus 


Ideally, in order to evaluate auditors’ per- 
formance in the expression of gong concern judg- 
ments and related decisions, a criterion value is 
needed. However, for going concern judgments, 
like most judgments tn auditing, this criterion does 
not exist.’ For example, if an auditor decides that 
there is a high level of uncertainty about the 
appropriateness of a going concern basis and as a 
result gives a qualified opinion, the subsequent 
survival of the company does not invalidate the 
auditor’s decision. The decision to qualify may 
have been ‘correct’ on the basis of the information 
available at the time. Given the lack of a criterion 
value, the level of consensus was examined. Libby 
and Lewis (1982) suggest that the notion of con- 
sensus among experts has become the most often 
cited criterion for judging decision quality. They 
suggest that while consensus does not ensure accu- 
racy, its absence may be interpreted as prima facie 
evidence of inaccuracy by courts and regulatory 
authorities. This concern increases if it is believed 
that the more costly errors are caused by highly 
idiosyncratic decisions. 


lIt could be suggested that the actual fail/not fail outcome 
could be used as the criterion value. However, this was not 
the judgment the subjects were asked to make. As outlined in 
the research methods section, the task was to evaluate on a ten 
point scale whether a company had going concern problems. 
Going concern problems and failure are not necessarily the 
same event. For example, Kida (1980) defined going concern 
problems to occur when it was likely that the firm would 
experience one or more of the following events within one year: 
(a) enter receivership; (b) enter reorganisation proceedings; 
(c) be unable to meet interest payments; (d) experience its third 
consecutive year of substantial losses; (e) liquidate its assets; 
(f) experience its third consecutive year of significant deficits. 
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This use of consensus is consistent with the 
auditing literature which is replete with statements 
suggesting that auditors consider a high level of 
consensus desirable. For example: 


In the best of all possible worlds, every auditor, 
given the same set of facts, would select the 
same auditing procedures and apply them to the 
same extent (Hicks, 1974). 

Inconsistencies... [between auditors]... have 
no place in auditing (Mautz and Sharaf, 1961). 


The standard of care which the auditor owes to 
the client is that degree of care which would 
ordinarily be exercised by other members of the 
profession in similar circumstances (Willingham 
and Carmichael, 1971). 


Subjects 


Twenty-five auditors from two medium sized 
chartered accountancy firms participated in the 
experiment. Average experience was 10.3 years 
and only three subjects had less than five years 
experience. The study formed part of staff training 
sessions conducted by both firms involved. 


Sample Cases 


Nine manufacturing companies listed on the 
Sydney Stock Exchange were selected, of which 
four had failed. Failed companies were included as 
they are representative of the most serious going 
concern problem. Five years’ data was provided 
for all companies. The five year period for the 
sample companies ended at various dates within 
the period 1973 to 1978. The failed companies 
entered into liquidation or were placed in re- 
celvership within twelve months from the date of 
the most recent annual report presented. 

The Sydney Stock Exchange list of delisted 
companies was examined to find companies that 
met three criteria: (a) they complied with the 
definition of failure, (b) the most recent accounts 
prior to failure related to a financial year sub- 
sequent to 1971, and (c) their activities were re- 
stricted to manufacturing. Four companies were 
randomly selected from this group. Jobson’s indus- 
try classification was used to select the non-failed 
companies. The criteria for the selection of the 
non-failed companies were: (a) the company must 
be in the same industry classification as a failed 
company and (b) total assets should be approxi- 
mately of equal size to the failed company’s. The 
relevant classification lists were reviewed in alpha- 
betical order and the search ended when a com- 
pany was found which met the relevant criteria. 
The ninth unmatched company was selected so as 
to conform to the average asset size of the other 
companies in the sample and its manufacturing 
activities were similar to one other company’s in 
the sample group. 

The uneven number of failed and non-failed 
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companies was included as one method to over- 
come the possible problem cf subjects adopting a 
systematic search to match companies. As an 
additional precaution, an ov2rlap of one year was 
introduced such that if a feiled company’s most 
recent accounts were for the financial year ended 
30 June 1976, the corresponding accounts for a 
non-failed company would have 1977 or 1975 as its 
most recent accounts. As a result the failed compa- 
nies’ years of financial Cata presented were: 
1972-76, 1972-76, 1970-74, 1974-78 and for non- 
failed companies: 1971-75, 1973-77, 1969-73, 
1973-77, 1971-75. Subjects were informed that the 
data came from the reports of actual companies. 
However, the name of each company was disguised 
in all reports and documents presented. No men- 
tion was made of the possible inclusion of failed 
companies in the sample. 


Information Provided for Each Company? 

(i) A brief history of the company. This included 
details of its operations, the nature of the 
industry, market trends and any other salient 
features such as acquisition or disposal of 
companies in the group. 

(ii) Summary of results. This comprised a sum- 
mary of consolidated profits and appropri- 
ations and consolidated balance sheet figures 
for a consecutive five year period. 

(i11) The following financial ratios: 

(a) Operating profit/shareholders’ funds 

(b) Operating profit (before taxes)/tangible 
assets 

(c) Operating profit (before interest and 
taxes)/interest expense 

(d) Current assets/current liabilities 

(e) Current assets—stock/current liabilities 

(f£) Total liabilities/shereholders’ funds 

These ratios were provided for each of the 

relevant five years. Tne ratios were broadly 

representative of the company’s profitability, 

ability to service debt. liquidity and leverage. 

Although the ratios could have been calcu- 

lated from the financial statements they were 

given separately in order to reduce the time 

commitment of the snbjects. 

(iv) Share price fluctuatior summary. Details were 
supplied of the highest and lowest price levels 
reached by the company’s shares over the five 
year period. The share price at the 30th June 
in each of the relevant years was also in- 
cluded. 


"In addition to company names, all other information that 
might have allowed recognition of the company, including 
acquisitions and dispositions, was disguised. The sample did not 
include any company which was audited by one of the two audit 
firms that provided subjects. The figures in the accounts were 
not scaled in any way. However, post-experiment discussions 
with subjects showed that subjects did not know the real 
identity of any company. 
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(v) Detailed financial statements. A full set of 
audited statutory financial accounts for the 
last year of the five year period were also 
provided for each company. These included 
profit and loss statement, balance sheet and 
notes to the accounts both for the holding 
company and the group on consolidation. 
The accounts presented did not include a 
directors’ report, statement by directors, 
statement by principal accounting officer or 
the auditors’ report. The balance dates 
(including year) were disclosed. 


Procedure 


The nine cases were presented in a folder with 
the information pertaining to each company 
stapled together. The order of presentation of the 
nine cases in each folder was determined by 
random allocation. The participants worked 
independently under the supervision of one of the 
researchers. 


Tasks 


Task No. I. Given the above information, par- 
ticipants were requested to: 


(a) indicate, on a ten point scale, whether they 
believed each company was experiencing and/ 
or would experience a going concern problem 
within the next 12 months. The scale ranged 
from ‘definitely no going concern problem’ (1) 
to ‘extremely serious going concern problem’ 
(10). A general description was provided for 
every two points on the scale. 

(b) select which of the following opinions they 
would most likely recommend to their partner: 


(I) confirming (unqualified) opinion 
(II) adverse opinion 
(III) exception of opinion 
(IV) disclaimer of opinion. 


Task No. 2. The participants were presented with 
fourteen cards, each containing a description of a 
factor which might have influenced the auditor’s 
judgment concerning the ongoing ability of the 
company. The factors chosen for this part of the 
study were as follows: 


(1) Deficiency in shareholders’ funds 

(2) Rate of dividend payment 

(3) Fluctuations in the company’s share 
prices over the years 

(4) Efficiency of capital employed 

(5) The company’s history including the 
nature of its activities and industry 
involvement 

(6) Net tangible assets per share 

(7) Financial leverage (total liabilities/share- 


holders’ funds) 
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Table 1 


ACCOUNTING AND BUSINESS RESEARCH 


Correlation coefficients for going concern judgments 


Coefficient 
Range 


Number of 
Observations 


0.75 to 1.0 


132 
Percentage 


Average r = 0.73 


0.50 to 0.74 0.25 to 0.49 


44.0 
7 = 0.558* 


0 to 0.24 Total 


22 
7.3 0.4 
Range 0.97 to 0.22 


*The variance coefficient (rô) was obtained by squaring each correlation coefficient 
(r)and then obtaining the average. 


(8) Excessive reliance on short-term borrow- 
ing to finance long-term loans 

(9) Immediate cash position as disclosed by 
the quick asset ratio (current assets— 
stock/current liabilities) 

(10) Number of times interest expense cov- 
ered (operating profit before interest and 
taxes/interest expense) 

(11) Rate of return on shareholders’ funds 
(operating profit/shareholders’ funds) 

(12) Retained cash flow | 

(13) A history of major operating losses 

(14) Rate of return on total tangible assets 


{operating profit before taxes/total tan- 
gible assets) 


The above factors have been suggested as 
relevant to a going concern decision in AUP7 or 
in other professional statements. It should be 
noted that the list was restricted to data that 
were available and is not necessarily representative 
of all the factors which may be used when an 
auditor makes this type of judgment. For example, 
Mutchler (1984) stated that the auditors in her 
survey agreed, in general, that most of the informa- 
tion needed to make the audit report decision was 
provided in the financial statements. However, 
respondents stressed the importance of two other 
items: information about management perform- 
ance and forecasts. 

The auditors were then asked to express their 
comparative preferences for these factors by 
sorting the cards into five stacks with the numbers 
in each stack fixed as follows: 


I 3 6 3 ] 
Left Right 
Most Important Least Important 


This particular method used for ranking the 
various factors is known as the Q-sort method. The 
auditors were asked to place on the left, cards 
which disclosed factors most important in arriving 
at their judgments with decreasing importance for 
factors towards the right. As a form of assistance 
it was suggested that they should first sort the 
most important and least important cards into 





place and then arrange the others into place ac- 
cording to their perceived importance. The stacks 
are assigned ranks from one to five progressively 
from left to right. This coincides with the most 
important to the least important ranking of factors 
as indicated by each subject. The method relies on 
comparative ratings not on absolutes, The major 
advantage of Q-sorting as a comparative rating 
method is that it conserves time in making ratings 
(Nunnally, 1975). 


Results 


Level of Consensus in Judgment Formation 


The Pearson product-moment correlation 
coefficient r was used to measure the consensus 
between each two individuals’ series of judg- 
ments concerning the going concern status of the 
nine companies observed. A matrix of 25 x 25 
coefficients was produced resulting in 300 non- 
redundant coefficients. These results are summar- 
ised in Table 1. 

The mean correlation across all possible pairs 
of individual judgement vectors was 0.73. The 
coefficient of determination, r?, indicates that on 
average 55 percent of the variance in one auditor’s 
judgment could be accounted for by the variance 
in another auditor’s judgment.’ 


Opinion Formulation 


The presence of the going concern judgments 
and the qualification decisions “back to back’ may 
have artificially affected qualification decisions. 
Subjects may have been more inclined to make 
their qualification decisions correspond with their 
going concern judgments. Consistent with this, 
36% of the opinions made were for qualified 
reports whereas, in fact, none of these ‘real’ cases 


>There were no substantial differences between the average 
consensus level of the auditors from firm | (r= 0.74) and 
auditors from firm 2 (r = 0.70). In addition, the percentage of 
qualified opinions recommended were similar (firm 1: 34%; firm 
2: 39%). 
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Table 2 
Opinions rendered for each company 
Disguised | 
Name of 
Company 


Parang Ltd. 
Charter Metals Ltd. 
Motley Ltd. 
Ballarat Ltd. 
Panther Ltd. 

Plexor Ltd. 

Grotto Ltd. 
Transparent Ltd. 
Eden Ltd. 


Status 


l. 
2: 
J: 
4, 
5. 
6. 
7. 
8. 


Table 3 


Unqualified 
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Type of Opinion Rendered 


Adverse Exception Disclaim Total 


Type of audit opinion related to each level of going concern status 
Type of Audit Opinion 


Continuity 1. Unqualified 2. Adverse 
Status Opinion Opinion 
] I7 l 
2 37 
3 28 
4 21 
5 29 
6 15 2 
7 3 2 
8 6 
9 7 
10 2 
Total 144 19 


had actually received a cualified report.* In this 
paper, little attention is paid to the decision 
whether a qualification was given or not. However, 
what is of interest is, if auditors choose to recom- 
mend a qualification, whai type of qualification do 
they recommend? Little guidance is provided for 
this decision in AUP7. 

The expression of an audit opinion by each 
individual over the nine companies resulted in 225 
observations as disclosed in Table 2. 

Table 3 shows the rumber of observations 
corresponding to each of the four types of audit 
opinions under each level of going concern 
status arrived at in the first part of the study. Both 
Tables 2 and 3 indicate considerable disagreement 


4Another explanation for this discrepancy is that the decision 
was a recommendation to a partner on whether the accounts 
should be qualified, not the final decision on whether to qualify. 
As noted by Kida (1980) ‘factors other than the likelihood of 
problems, such as the perceived consequences of qualifying, 
may be considered by auditors before a qualified opinion is 
issted’, 


3. Exception Total 
Opinion 4. Disclaimer Observations 

17 

37 

28 

l 22 

4 27 

10 27 
19 2 26 
12 l 19 

9 2 18 

1 l 4 

56 6 225 


between auditors on what type of qualified opinion 
should be given. 


Cue Utilisation 


Table 4 summarises the relative importance of 
the 14 factors as measured by the mean rank score. 
Immediate cash position as disclosed by the quick 
asset ratio had the highest average ranking. Other 
factors indicating short-term liquidity were also 
ranked highly. A possible explanation for the lower 
ranking of some of these items by some partici- 
pants may have related to the intercorrelations 
between the items. Some subjects may have relied 
more on another item which was correlated with 
these items and so ranked the items lower. The 
least important items were listed as fluctuations in 
the company’s share prices and rate of dividend 
payment with a consensus ranking of 13 and 14 
respectively. 

However, it should be noted that care must be 
taken in interpreting the rankings of these factors 
as (a) many of the variables are highly correlated, 
(b) some factors may be important up to a certain 
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Table 4 
Cue utilisation rankings 


Immediate cash position 


Reliance on short-term borrowing to finance long-term loans 


Retained cash flow 
History of major operating losses 
Deficiency in shareholders’ funds 


The company’s history including details of the industry 


Financial leverage 

Number of times interest covered 

Rate of return on tangible assets 

Rate of return on shareholders’ funds 
Efficiency of capital employed 

Net tangible assets per share 

Fluctuation in the company’s share prices 
Rate of dividend payment 


Table 5 
Comparison of judgmental consensus results 


Present Study 

Ashton (1974) 

Ashton and Brown (1980) 

Ashton and Kramer (1980) 
Gaumnitz et al. (1982) 

Hamilton and Wright (1982) 

Joyce (1976) 

Reckers and Taylor (1979) 

Trotman, Yetton and Zimmer (1983) 


level, but beyond that level may be less relevant, 
and (c) the importance of one factor may depend 
on the level of another factor. Despite these 
limitations, Table 4 does provide the perceived 
importance which auditors placed on the various 
cues, 


Discussion 


What constitutes a high or low level of con- 
sensus is always difficult to assess in absolute 
terms, unless the resultant value is obviously close 
to the extremes of either 0 or 1. As Weber (1978) 
has pointed out, there are no formal bases for 
accepting or rejecting hypotheses on the strength 
of consensus. Accordingly the results can only be 
evaluated by expressing an opinion concerning 
whether a consensus value is high or low and/or by 
comparison to previous research. The results of the 
present study were compared to those of previous 
research on auditors’ judgments? and are disclosed 


Libby (1975), Casey (1980) and Zimmer (1980) looked at the 
related question of bankers making fail/not fail predictions. 
They all found relatively high levels of agreement. 


Evaluation 


ACCOUNTING AND BUSINESS RESEARCH 


Indiv. 
Rank 


Highest Lowest 
Score Score 


Mean 
Score 


wminrAti bP HRW HH HP HW WH 


dm KO DO DO US UR DS BS BD ttt 


Present 
Study 
Going Concern 
Judgment 


0.73 


Internal 
Control Programme 
Planning 


Judgment Judgment 


0.70 
0.67 
0.66 
0.70 
0.66 


0.13 
0.56 





in Table 5. Whilst it is realised that the comparison 
between going concern and internal control type 
judgments is not ideal, the lack of research on 
going concern judgments has necessitated this form 
of comparison. 

The 0.73 level of consensus reached in going 
concern judgment formulation, consistent with 
most of the research on internal control judgments, 
can be considered relatively high compared to 
consensus of experts in other fields, such as stock- 
brokers and radiologists. This relatively high level 
of consensus prevailed despite the progression 
from a small number of cues (e.g., six internal 
control cues used by Ashton (1974) and five 
accounting ratios used by Kida (1980)) to more 
complete qualitative and quantitative information. 
This does not support the Reckers and Taylor 
(1979) suggestion that differences in complexity of 
their task relative to the one used by Ashton (1974) 
(due to increased number of cues) was an im- 
portant factor in explaining the differences in their 
results. However, as correlation co-efficients are 
affected by the range of the cases (Nunnally, 1975), 
the cases included in the sample can affect the 
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level of consensus (Trotman and Yetton, 1985). 
Trotman and Yetton found én inverse relationship 
between the variance on jucgments for each case 
and the extremeness of that case. 

As the comparatively high level of consensus 
prevailed with the high leve? of information load, 
there appears a need for future research which 
manipulates the information load and examines 
the effect on auditor consersus. 

The limited research in psychology on the effect 
of increased information load on the levels of 
consensus has been mixed. Because individuals 
have limited processing ca>acities (Miller, 1956; 
Simon and Newell, 1971) it has been suggested that 
they engage in a variety of adaptive strategies 
which cognitively simplify :he task (for example, 
Tversky and Kahneman, -974 and Nisbett and 
Ross, 1980). The effectiveness of these cognitive 
simplification strategies in dealing with increased 
information load appears to be a function, in part 
at least, of the uniqueness o7 the incoming data and 
its relevance to the decisicn under consideration 
(Choo, 1982). Beyond some optimal information 
load level, increased quartities of redundant or 
irrelevant information reduce the ability of individ- 
uals to identify correctly :he most relevant cues 
and both judgmental accuracy and consensus are 
reduced (Einhorn, 1971; Well, 1971; Nystedt, 
1974). However, when the additional information 
is relevant and uncorrelated with information al- 
ready on hand, the effect on consensus is less clear. 
Some studies suggest that increases in relevant 
information decrease consensus by increasing 
differences in judgmental policies (Nystedt and 
Magnusson, 1972; Nystect, 1974). On the other 
hand Huff and Friedman (1967) reported increased 
consensus as a result of increasing relevant infor- 
mation which they attribuied to a cue highlighting 
effect. 

Tables 2 and 3 indicate that when auditors 
decide that a qualified opmion is required, there is 
still considerable disagreement as to whether that 
opinion should be an exception to, adverse, or 
disclaimer opinion. This is not surprising given the 
lack of guidelines provided to auditors in this area. 

The relationship between going concern judg- 
ments and audit opinions is shown in Table 3. 
Up to a going concern status level of 5 (5-6 on 
the scale was described as ‘some going concern 
problems’) there was litle disagreement that an 
unqualified opinion should be given; at point 6 
there was considerable disagreement; at point 7 
(7-8 on the scale was described as ‘serious going 
concern problems’) all but three participants 
selected a qualified dec.sion; for going concern 
status levels above 7, all subjects agreed that a 
qualified opinion should be given, but there was 
substantial disagreement over what type of 
qualified opinion should. be given. This variability 
may result because auditors’ decisions on whether 
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to qualify or not are influenced by other factors 
beside the likelihood of failure. For example, 
Carmichael (1978) states that no one factor or 
combination of factors controls the qualification 
decision. Other variables, such as the consequences 
of qualifying, may affect decisions to issue going 
concern qualifications. 

The results also show that for 36% of the total 
judgments (9 cases x 25 subjects = 225 judgments), 
the subjects recommended a qualtfied opinion, 
although, in practice, none of these cases had 
been qualified. This suggests the need for further 
research to examine the other factors that are 
affecting the final audit qualification decision and 
the pay-off matrices faced by auditors. 

Finally, a number of limitations of this type of 
research should be noted. First, since the subjects 
were not randomly selected, the results cannot be 
generalised to the profession as a whole. Second, 
while the study increased the amount of informa- 
tion provided to subjects by a substantial amount 
compared to previous studies, it did not incor- 
porate all information that auditors would have 
available. Third, the study only addressed the issue 
of individual audit judgments and related deci- 
sions. Although these are important, most firms 
require a substantial amount of consultation and 
follow up work to be conducted prior to the 
finalisation of an audit report. Fourth, some prob- 
lems of the use of correlation analysis as a measure 
of consensus have been noted. Fifth, the study has 
provided some information on perceived rather 
than actual cue utilisation. Given the mixed evi- 
dence of self-insight studies (e.g., see Nisbett and 
Wilson, 1977 and Ericson and Simon, 1980) actual 
and perceived cue utilisation may differ. 


Conclusion 


In view of the considerable scepticism which has 
been raised concerning the ability of the auditor 
to predict going concern problems, this study 
sought to provide some empirical evidence on the 
performance of auditors when formulating going 
concern judgments. The analysis revealed that 
auditors were able to reach a relatively high level 
of consensus when formulating going concern 
judgments. This was despite the high volume of 
information provided relative to, for example, 
Kida (1980) who only provided five financial 
accounting ratios to his subjects. Given that 
consensus 1s a necessary (but not sufficient) pre- 
requisite for expertise (Einhorn, 1974) this study 
has provided some empirical evidence to support 
the contention that auditors are sufficiently 
competent to formulate judgments regarding the 
ongoing ability of a business entity. However, 
when a auditor decided that a qualified opinion 
was required, considerable disagreement occurred 
over what type of opinion was required. Further 
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guidance in professional statements on this issue 
appears warranted. Finally, some insight into the 
factors which auditors use in this judgment are 
provided which may aid future research. 
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Accounting for State Regulated 
Enterprises: an Agency 


Perspective 


Geoffrey Whittington* 


Introduction 


This paper is concerned with the theory of ac- 
counting for state regulated enterprises. It is based 
upon a set of assumptions which are a stylisation 
of the pattern of financing. reporting and objec- 
tives adopted for some nationalised industries in 
Britain during the period following the Second 
World War, but it is not cleimed that any particu- 
lar institution conforms precisely to these assump- 
tions. A particularly impor-ant assumption is that 
of monopoly in the prodtct market: this makes 
the analysis particularly relevant to some public 
utilities. The object is to oifer theoretical insights 
into the type of financial reports which are consis- 
tent with the effective monitoring of this type of 
state-regulated enterprise, and, in particular, the 
allocation of financial burdens and rewards 
between the consumer and the provider of finance. 

A simple agency framework is used to demon- 
strate how the problems of monitoring state regu- 
lated enterprises differ from those of monitoring 
privately owned, competizive, profit maximising 
firms. This does not extend to providing a formal 
and complete agency model, such as will be found 
in the agency theory literature (see, for example, 
Atkinson and Feltham, 1982), although the ana- 
lysis could be extended m that direction. It is, 
however, important to emphasise that this paper 
adopts an agency perspect-ve rather than a welfare 
economics perspective, i.e. it looks at institutional 
arrangements which might constrain an auto- 
nomous management to act in the interests of its 
employers (who, in this analysis, are perceived as 
two distinct types, the taxpayer/stockholder and 


*The author is grateful for ccnstructive criticisms of earlier 
drafts from two anonymous referees, and from lan Ball, Philip 
Bell, John Forker, Irvine Lagsley, Stephen Lyne, Andrew 
Likierman, David Tweedie and members of seminar groups at 
the Universities of Manchester, New South Wales, Oxford, 
Queensland, Tasmania and the Australian National Univer- 
sity, Canberra. The paper had ics origins in a talk given to the 
South Western Accounting Group at Exeter in December 
1983. The usual disclaimer holds, concerning the author’s 
responsibility for errors which zemain. 


the consumer). It does not deal with the con- 
sequences of pricing policy for the allocation of 
resources in the economy as a:whole, which is the 
central preoccupation of the welfare economics 
approach, and which involves such issues as the 
allocative efficiency of the marginal cost pricing 
rule (see Rees, 1976, for a thorough survey of this 
literature). The agency perspective leads to new 
insights into some of the financial constraints 
which have been placed on British nationalised 
industries, notably the ‘break-even’ rule, and into 
the associated accounting conventions. In the light 
of these insights, the recent adoption of current- 
cost accounting for monitoring purposes is exam- 
ined critically. Inferences are also drawn for the 
‘privatisation’ process, which is currently an im- 
portant aspect of government policy in the UK. 


The characteristics of state regulated 
enterprises 


We make the following assumptions about the 
nature of the state regulated enterprise: 


(i) The enterprise is regulated by the state in 
order to provide its product or service to 
consumers at a fair price, which is adequate 
to cover the costs of efficient production, 
including a competitive rate of return to 
the providers of finance (assumption iii), 
but which includes no monopoly rents 
(assumption ii). 
One of the reasons why state regulation is 
considered necessary is the existence of a 
degree of monopoly power, arising from 
the industry being a natural monopoly, i.e. 
the economies of scale are such that the 
optimum size of enterprise is large relative 
to the market. Examples would be the 
supply of electricity, gas and water. 
(iii) The enterprise is financed by the taxpayer 
when it is state owned or stockholders 
when it is state regulated. The taxpayer 


(ii) 
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group is not identical with the consumer 
group, although there may be considerable 
overlap. Thus, equity between providers of 
finance and the consumer implies that the 
fair price paid by the consumer is sufficient 
to provide the taxpayer or stockholder with 
an acceptable rate of return on his in- 
vestment. 

(iv) The management of the state regulated 
enterprise has a significant degree of auton- 
omy from direct state control, but is subject 
to the financial and reporting constraints 
imposed upon it. 

(v) The state-owned enterprise is not acquired 
by confiscation, so that there is a significant 
initial investment which will require a re- 
turn to justify its finance, as will also be the 
case of a privately owned state-regulated 
enterprise. 


As noted earlier, the above assumptions are 
broadly consistent with the constitutional arrange- 
ments of some British nationalised industries and 
with their counterparts in a number of other 
countries.’ 


The problem of control: an agency 
interpretation of the traditional system 


The problem of controlling the management of 
a state owned or regulated enterprise, of the type 
assumed in the previous section (the agent in this 
analysis), involves satisfying two distinct constitu- 
encies (or type of principal), the provider of finance 
(the taxpayer or stockholder) and the consumer.’ It 
is therefore more complicated than the problem of 
controlling a profit maximising competitive firm, in 
which the single ultimate constituency is the pro- 
viders of finance (the stockholder group), the inter- 
ests of the consumer group being protected by the 
choice offered by different competitive firms.’ In 


'See Millward, er ai, Chapter 5, for a fuller discussion of the 
characteristics of publicly owned enterprises. 

“We could, of course, complicate the model further, adding 
realism but sacrificing simplicity, e.g. by introducing govern- 
ment as an interest group separate from the taxpayer. In 
practice, the motivation for state regulation or ownership 
often includes the government’s wish to control key sectors of 
the economy. 

It should, however, be noted that we are assuming that 
stockholders and consumers are each homogeneous groups. 
Some stockholders may have fixed preferential claims (‘gear- 
ing’ or ‘leverage’) relative to equity, and furthermore, the 
possibility of conflict of interest between members of the 
equity shareholder group raises some difficult theoretical 
problems. Equally, the problem of equity of prices between 
consumers is important in practice, especially when there are 
substantial fixed costs to be allocated, as in electricity tariffs. 
We also ignore here the problem of providing loss-making 
services for social reasons: this would raise no additional 
problem if we could realistically assume that the state would 
pay a subsidy to make good such losses. 
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our stylised representation of state regulation, the 
‘taxpayer/stockholder’ is the proprietor, providing 
the initial financing: the taxpayer performing the 
role when the enterprise is state owned, and the 
stockholder when it is privately owned but state 
regulated. The unique characteristic of the state 
regulation relationship which we have assumed is 
that the consumer must be protected by financial 
controls rather than by competition. This arises 
from the assumption that the need for state regu- 
lation arises from the existence of a natural 
monopoly, as is the case for many public utility 
services. We are therefore concerned here with 
those state regulated enterprises which could, at 
least potentially, make large profits if they chose to 
exercise their monopoly position. 

The agency relationship which exists in the state 
regulated enterprise is therefore that management 
must be monitored in such a way as to serve the 
interests of both the taxpayer/stockholder and the 
consumer. One possible way of doing this would be 
to charge the market rate of interest on the capital 
subscribed by the taxpayer/stockholder (thus 
approximating a Marshallian ‘normal profit’ on 
the net assets of the enterprise) and to require the 
enterprise to break even after paying the interest 
(so that no ‘pure profit’ is earned). This would 
ensure that, on the one hand, the business would 
be required to earn a fair rate of return on the 
capital fund provided by the taxpayer/stockholder 
and, on the other hand, it would not earn an excess 
profit by exploiting its monopoly power over the 
consumer.’ This is the broad pattern of financial 
controls established for British nationalised indus- 
tries in the late 1940s, although it is not claimed 
that they conform precisely to this stylised model 
(e.g. the rates of interest charged were not market 
rates appropriate to the particular enterprises 
being financed, and not all of the capital structure 
was interest bearing debt). A frequent feature of 
the financing of nationalised industries has been a 
requirement to break even (i.e. make zero profits) 
after charging interest on capital, in the typical 
year. It should also be noted that we are concerned 
with providing interest on a capital fund provided 
by the taxpayer/stockholders, rather than the total 
capital of the enterprise, some of which, as we shall 
see, may be provided by the consumer. This again 
is consistent with the fund accounting methods 
frequently found in the public sector. 

A simple illustration of this system, which will be 
developed later in this paper, is as follows. Assume 


‘Under the restrictive assumption that there are constant 
returns to scale, this is consistent with marginal cost pricing, 
which, in conjunction with the additional restrictive assump- 
tion that all other goods in the economy are priced at marginal 
cost, could lead to a Pareto-efficient allocation of resources. 
However, as was stated earlier, such issues are not a central 
preoccupation of this paper. 
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that the state regulated enterprise commences busi- 
ness at f with a fixed asset costing £100. It is 
considered appropriate to write this off on a 
straight-line basis over ten years. Sales wili be 200 
units per annum and variab.e costs of these sales 
will be £150. The appropriate market rate of 
interest to the taxpayer/stockholder is 20%. The 
break-even price will then be that which, charged 
for 200 units, recovers variable cost (£150) plus 
interest on the initial investment (£20), plus depre- 
ciation (£10), i.e. £0.9. The P-ofit and Loss account 
for the year ending ¢, will sow: 


Sales (200 x £0.9) 

Less Variable Cost 
Depreciation 
Interest on stock 


Net Profit 


Balance Sheet at 4: 


Stockholders’ capi‘al 
Stock issued and fully 


paid 100 


100 


ananuna 


The balance sheet assum2s that the interest has 
been paid to stockholders Dut that the remaining 
cash has not yet been reinvested to replace depre- 
ciated equipment. Althougn the depreciation pat- 
tern is arbitrary, this will not give rise to any 
difficulty over the full life of the equipment, for 
which total depreciation charges will equal histor- 
ical cost, maintaining initial financial capital of 
£100. A different depreciat.on pattern will lead to 
a different rate of build-up of replacement assets 
(the cash in the above balance sheet), and this 
should lead to a compensating difference in the 
pattern of prices (any cash surplus to equipment 
replacement needs should, if kept on deposit, yield 
a rate of interest which will reduce the income 
subsequently required frora customers in order to 
break even). However, in reality, a continuing 
entity is, at any particuler time, a collection of 
uncompleted projects, anc the choice of depreci- 
ation pattern will therefore affect the distribution 
of charges between past and future consumers. 
These may not be identical groups and, even if 
they are, their choice between present and future 
consumption will be affected by the time profile of 
prices. The question of d2termining the ideal de- 
preciation pattern (like that of determining the 
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appropriate market rate of return) raises some 
difficult and interesting problems which will be 
ignored here, in order to direct attention to some 
other equally interesting issues.° 

It should also be noted that this apparently 
simple set of arrangements conceals the fact that, 
if the taxpayer/stockholder is guaranteed a fixed 
return on money capital subscribed, the consumer 
has really assumed an equity stake in the business, 
since he is burdened with the obligation to meet the 
cost of this return. Thus, it is the consumer, not the 









180 
NIL 


Fixed Asset 
Cost 
Less Depreciation 


100 
10 


Current Asset 
Cash 


taxpayer/stockholder, who will benefit from hold- 
ing gains (since he will have to meet only historical 
cost depreciation charges, not the higher replace- 


‘ment cost) or lose if there are holding losses (since 


he will still have to pay for relatively high historical 
cost depreciation). Equally, the consumer will gain 
if other costs fall and lose if they rise. 

Apart from the problems of assessing the appro- 
priate rate of interest and depreciation pattern, the 
obvious potential weakness in these arrangements 
is that, although they constrain the state regulated 
enterprise from making a monopoly profit in 
financial terms, they do not constrain the manage- 


“We have a particular potential difficulty due to the fact 
that we are using costs to determine prices. For calculating 
depreciation, we cannot use discounted present values of the 
cash flows generated by the use of the assets to determine 
current asset values, since these depend upon returns which are 
themselves dependent upon prices. However, it would be 
possible to measure returns to assets independently of prices 
by estimating the cash flows avoided (cost savings) by owning 
the assets rather than having to buy or rent new assets in the 
market place. This ‘equivalent replacement cost’ method of 
depreciation is described in Amey and Egginton (1973), pp. 
95-6 and 114-8. 


314 


ment from taking monopoly benefits in other ways. 
In particular, they do not ensure that the service of 
the enterprise is provided in appropriate quantity 
and quality or that costs of production are min- 
imised in the consumer’s interests. It is possible to 
seek to constrain the enterprise to meet these 
objectives by administrative controls, such as con- 
sumer councils and efficiency audits, both of which 
have, in practice, been features of the control of 
state regulated industries.° There is, however, a 
further financial control which can also help in the 
attainment of these objectives, the need to raise 
new finances from the taxpayer/stockholder. If, as 
is traditionally the case, the basis of calculating 
profits (and therefore of justifying prices) is histor- 
ical cost, then the enterprise will recover from its 
consumers only that amount necessary to maintain 
initial financial capital, measured in monetary 
units. Thus, if the enterprise needs to expand its 
financial capital, it will have to raise new finance 
from the taxpayer/stockholder and, if this is 
accompanied by adequate scrutiny (analogous to 
that which accompanies a new issue on the stock 
market, but different from it insofar as, when the 
taxpayer is involved, profit maximisation is not its 
sole objective), this will be an additional constraint 
directing the enterprise towards providing an 
appropriate quantity and quality of service at 
minimum cost. The circumstances in which such an 
expansion might be required are expansion of the 
service (in terms of quantity or quality), an un- 
anticipated replacement cycle (e.g. due to technical 
progress), or an increase in the replacement cost of 
the specific assets of the enterprise above their 
historical cost. 


Inflation in the traditional system 


The latter cause of a demand for new capital is of 
particular interest for two reasons. Firstly, rising 
prices have been endemic in free market economies 
since the end of the Second World War and 
particularly since the early 1970s, so that the 
situation whereby replacement cost exceeds histor- 
ical cost is likely to be typical rather than excep- 
tional. Secondly, this has led in recent years to 
pressure to measure the profits of UK state owned 
enterprises in terms of replacement (or current) 
cost rather than historical cost.’ We shall discuss 


rea intent tr ltt eft 


SA recent study in the UK by Dean (1984) raises doubts 
‘about the potential effectiveness of consumer councils in 
monitoring the financial performance of nationalised industries. 

711 is notable that one of the few empirical issues upon which 
the Neville and Carsberg Reports, both published recently by 
the Accounting Standards Committee, are in complete agree- 
ment, is that there is support for current cost accounting in the 
public sector, and particularly in nationalised industries. 
Likierman (1983b) provides evidence on the inflation account- 
ing practices of nationalised industries in the period 1976-81 
and discusses this in relation to the hypothesis that inflation 
adjustments were used to manipulate reported profits. 
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the implications of replacement cost accounting in 
later sections of this paper, but for the present it 
is important to emphasise that historical cost ac- 
counting can perform adequately as a basis for 
financial accounting during periods of inflation, 
within the agency framework described earlier. The 
reason for this is that we have assumed that the 
taxpayer (or stockholder in a state regulated indus- 
try) receives a market rate of return on his invest- 
ment. This return will include an allowance for 
anticipated inflation, due to the ‘Fisher effect’.® 
Thus, the consumer will be charged with and the 
taxpayer compensated for anticipated inflation, the 
return to the taxpayer representing a fair return on 
money capital in a competitive market. We have 
already seen that, if the taxpayer/stockholder is 
guaranteed a fixed return on nominal capital, 
holding gains or losses, due to the prices of the 
specific assets of the enterprise changing relative to 
historical cost, will be passed on to the consumer 
in the form of relatively low prices when they are 
realised (when the depreciation schedule recovers 
historical cost). 

Unanticipated price changes could be dealt with 
as follows. If it were desired to compensate the 
taxpayer/stockholder for unanticipated inflation, 
not impounded in the market rate of interest at the 
time when the enterprise was acquired, this could 
be achieved by issuing indexed bonds, with interest 
payments and redemption values indexed on the 
retail price index: government stocks of this type 
have already been issued in the UK, but not for the 
finance of nationalised industries. If it were desired 
to retain historical cost accounting and maintain 
the money capital of the taxpayer/stockholder, the 
increment to capital value should be paid out 
annually, in addition to interest. Equally, if it 
were desired to credit or charge the taxpayer/ 
stockholder, rather than the customers, with hold- 
ing gains and losses on the specific assets of the 
business, the indexed bonds could be related to an 
index of prices of the specific assets held and used 
by the enterprise.” As we observed earlier, if the 
financing contract were not indexed, the un- 
anticipated gains or losses on price changes would 
accrue to customers rather than taxpayers. 

We can now illustrate these propositions, using 
the simple numerical example used earlier, but 
adding the assumption that inflation in the year 


EE HERE Piri AAAA eaten 


‘This argument is similar to that advanced by Beaver (1979), 
in a critique of inflation accounting in the context of financial! 
reporting for private enterprise. 

%An important factor in deciding whether or not such gains 
and losses should be borne by the consumer or the taxpayer/ 
stockholder is whether the consumer or the taxpayer/stock- 
holder is likely to exercise the greater control over the 
enterprise’s management of price changes. We argue later that 
the consumer Is probably in the weaker position; equity should 
be served under either arrangement if the taxpayer is awarded 
a market rate of return appropriate to the particular form of 
contract. 


AUTUMN 1985 


ended 7, was 10%.'° If this was the rate anticipated 
in setting the money interest rate at 20%, the 
implicit real interest rate is approx. 9.09%."' The 
price and the final accounts would be as in the 
earlier illustration. The interest payment would 
constitute £10 compensation for the loss of real 
value of £100 nominal capital during the year and 
a £10 real interest payment (£110, the closing 
money equivalent of opening capital, times the real 
interest rate). After distribucion, money capital 
would be maintained and the taxpayer/stockholder 
would receive a similar payment at the end of the 
following period. If he aad _ over-estimated 
inflation, his real interest rate would be higher than 
he had originally anticipated: conversely too low 
an ex ante anticipation of infletion would lower his 
ex post real return. It should be noted once again 
that, even in this simple case, the consumer is 
bearing some of the risk whicn would be borne by 
equity in an unregulated ccmpetitive company, 
which would be unable to guarantee paying a fixed 
return on all of its capital by passing the cost to the 
consumer. The consumer’s reward is the right to 
benefit from gains in excharge for underwriting 
losses. 

If, instead of a nomina. interest rate, the 
taxpayer/stockholder is awarded a contract based 
upon a general index, the zotal return to him 
during the year will be the same as before (£20, 
comprising £10 interest and £.0 to compensate for 
loss of real value of capital) provided the real 
interest is\the same (9.09%) end the capital com- 
pensation is paid out to him.” In this case, the 
price would also be the same (£0.9), to cover the 
£20 paid to the taxpayer/stockholder in addition to 
depreciation and variable costs. 

If, instead of being paid out, the capital compen- 
sation were retained in the business to preserve the 
real value of the fund provided by the 
taxpayer/stockholder, the closing balance sheet (at 
t) would now become: 


Stockrolders’ capital 
Stock issued and fully paid 
Capital reserve 


Variable costs are assumed unchanged in this and sub- 
sequent extensions of the numerical sxample. They are always 
recovered in full from the sales revenue of the year in which 
they are incurred, because the example assumes that there are 
no inventories. 

"If ris the real interest rate, m ths money interest rate, and 
i the rate of inflation (all expressed in decimal form): 
GQ+4m=04n0 47). With m =0.2 and i=0.1, r =0.09 
recurring. 

“This arrangement is merely an indexation of the stock- 
holders’ claim on the business. It does not, therefore, include 
full indexation’ of the accounts as in a constant purchasing 
power (CPP) system. 
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The capital reserve provides a fund for the 
maintenance of the real value of proprietors’ cap- 
ital in terms of general purchasing power: in the 
following year the real rate of return will be applied 
to this rather than to £100 nominal capital and the 
interest burden will be correspondingly higher. 
However, if the cash is invested to yield a financial 
return or to maintain operating capacity which 
would otherwise diminish, there will be benefits 
which might offset the additional interest. 

It might be thought that maintenance of the 
capital by retention of additional funds in the 
business was unnecessary because the fixed asset 
might have risen in value in line with inflation, 
giving rise to a holding gain. However, in this 
particular case, such a holding gain is illusory and 
should not be recognised (even if it might be seen 
to be justified by the change in the price of the 
asset) because it is part of the arrangements that 
holding gains be passed on to the consumer, who 
is charged only with historical cost. This is his 
reward for bearing the burden of a fixed real 
interest payment. This once more demonstrates 
that the consumer is effectively an equity share- 
holder, bearing the risks and accepting the rewards 
of holding gains and losses.” 

The alternative form of indexation, based upon 
the specific prices of the assets owned by the entity, 
can be illustrated by assuming that the price of the 
fixed asset rises by 15% in the year ended f,, so that, 
in this case, we are assuming a real holding gain. 
The capital indexation will now be £15 and the real 
rate of interest (9.09%) will be applied to the 
revised closing capital figure (£115) to give a 
payment of £10.45 (approx.). Thus, the total pay- 
ment to be recouped from the customer is £25.45 
(for the taxpayer/stockholder), plus the £160 of 
variable cost and depreciation charges. This gives 
the shghtly higher price of £0.92725. This arises 









Fixed Asset 
Cost 
Less Depreciation 


100 100 


10 


Current Asset 
Cash 


From the point of view of allocative efficiency, it could be 
argued that consumer equity of this type is undesirable. It is 
created by a tax on present consumption and rewarded by a 
subsidy to future consumption, thus biasing the consumer 
towards future rather than present consumption. 
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because the consumer is no longer being given the 
benefit of the cost saving derived from the real 
holding gain: if there had been a real holding loss 
on the fixed asset (i.e. its price had not kept pace 
with inflation) the price would have been lower 
than in the previous examples, which required the 
customer to provide for full compensation for 
inflation. 

The Profit and Loss Account for the year ended 
t, will now be: 


Sales (200 x £0.92725) 
Less Variable cost 
Depreciation 
Interest 
Capital compensation 


Net Profit 


If the capital compensation were distributed, the 
balance sheet at ¢, would be as in our initial 
(unindexed) example. If it were, alternatively, re- 
tained in the business, the balance sheet would be: 


£ 
Stockholders’ capital 
Stock issued and fully paid 100 
Capital reserve 15 
115 


The capital reserve provides a fund for the 
maintenance of proprietors’ capital in terms of the 
specific assets held by the entity during the year. 
The following year’s interest charge will be based 
upon £115, rather than £100 in the case when the 
capital compensation was distributed. 

The important lesson for financial reporting to 
be learned from these examples is that it is not 
necessary to abandon the historical cost account- 
ing base in order to deal with the problem of 
changing prices. Equity between the consumer and 
the taxpayer can be achieved by appropriate index- 
ation of the initial financing contract," if the tax- 
payer is assumed to require compensation for the 
effects of unanticipated price changes, although the 
provision of such compensation should be reflected 
in the level of real return awarded. If the taxpayer 
requires to be compensated only for anticipated 
price changes, these will already be allowed for in 
the market rate of interest prevailing at the time of 
acquisition and in the price paid for the acquisition 
and the associated depreciation schedule. 


"But allocative efficiency is another matter. See footnote 13. 
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It might thus be argued that the broad principles 
adopted for nationalised industries in Britain in the 
late nineteen-forties do have a sensible economic 
rationale: the payment of interest on stock and the 
requirement to break even after interest payments 
serve the taxpayer and the consumer respectively. 
There are, of course, significant departures in 











Fixed Asset 
Cost 100 
Less Depreciation 10 


Current Asset 
Cash 


practice from the ideal model stated above, partic- 
ularly as regards the determination of interest rates 
and acquisition values and the subsequent applica- 
tion of the break-even rule. However, an important 
issue in reform must be whether it should take the 
form of clarification and improvement of the tradi- 
tional system or complete abandonment. One of 
the recent directions of reform has been the adop- 
tion of current cost accounting and, in the next 
section, we shall consider the possible use of this as 
an improvement of the traditional system (charac- 
terised as ‘evolution’) and, alternatively, as a 
means of introducing a new system (characterised 
as ‘revolution’). 


Current cost accounting 


In Britain, there has recently been a change of 


fashion in the methods of controlling state owned 


enterprises. The new approach, which we shall 


Useful surveys of some of these developments are provided 
by Lapsley (1981) and Likierman (1983a). 
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describe as ‘revolutionary’, is to abandon the 
break-even rule and substitute the requirement to 
earn an economic return on capital. This is perhaps 
not entirely revolutionary waen thei capital con- 
cerned does not bear interest or 'when, as is 
typically the case, interest is not deducted in the 
calculation of profit: the imposition of an eco- 
nomic rate of return could then be regarded as 
merely an adjustment of past arrangements. We 
shall explore this ‘evolutionary’ interpretation 
further. However, it is clear that the objective of 
recent reforms is to copy free enterprise firms 
rather than to improve in an evolutionary manner 
the traditional methods of ccntrolling state owned 
enterprises, so that there has been a shift in the 
ranking of objectives, emphasising the need to 
protect the taxpayer/stockholder (by providing an 
economic return) at the expznse of the consumer 
(by providing the service at a profitable price). 
Moreover, this changed weigating of objectives has 
coincided with the advent of current cost account- 
ing, and target rates of return have often been 
determined in current cost terms, the ratio of 
current cost operating profit to current cost of 
assets employed being the most popular measure.'® 
This, as we shall see below, constitutes potentially 
a revolutionary change. 


Current Cost Accounting as Evolution 


In order to examine current cost accounting as 
an evolutionary reform, we shall assume that the 
introduction of current cost accounting is made in 
the context of the requirement to break even after 
interest charges, i.e. we shail ignore the economic 
rate of return proposals which have coincided with 
current cost accounting proposals recently in the 
UK. 

Initially, we shall assume that current cost im- 
plies that replacement cost will be the valuation 
basis of accounting. In this situation, and as- 
suming, as is typically the case, that replacement 
cost exceeds historical cost, then the introduction 
of current cost accounting will impose an addi- 
tional burden on consumers, who will be charged 
for the current replacement of assets consumed in 
the provision of the servize. The return to the 


'6This is confirmed by the public sector responses recorded 
in the Carsberg and Neville repo-ts. 





Stockholders’ capital 
Stock, issued and fully paid 


Revaluation Reserse 15 
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taxpayer/stockholder will be unaffected, since he 
will still receive the same contractual rate of inter- 
est and, if his contract is indexed, capital index- 
ation. Thus, the additional revenue resulting from 
recovering replacement cost will be retained in the 
business to meet the cost of providing future 
services. The immediate price burden imposed 
upon consumers ts compensated by the fact that 
the enterprise will not now have to raise additional 
interest bearing loans from the taxpayer/ 
stockholder, in order to meet the additional cost of 
replacement. Thus, the burden of interest pay- 
ments and, consequently, the level of prices should 
be lower in the future than would be the case if 
the additional replacement cost were externally 
financed. The introduction of current cost account- 
ing is thus an evolution of the traditional system 
in order to maintain the real (replacement cost) 
capital fund, rather than the nominal fund, out of 
charges to consumers, after all interest and capital 
indexation have been distributed to the 
taxpayer/stockholder. Thus, the consumer is now 
assuming part of the financing role previously 
undertaken by the taxpayer/stockholder. This is an 
extension of the customer’s previous financing role, 
in bearing some equity risk and receiving the 
benefit of holding gains. 

We can illustrate this, using our previous numer- 
ical example, as follows. If we assume that the 
taxpayer/stockholder receives a nominal rate of 
interest of 20% and the depreciation will be 
charged to the customer on the basis of replace- 
ment cost depreciation, replacement cost having 
risen by 15%, the break-even price will be £0.9075 
(as opposed to £0.90 when historical cost depreci- 
ation was charged) and the Profit and Loss 
Account for the period ended ż; will be: 








£ £ 
Sales (200 x £0.9075) 181.50 
Less Variable cost 150 
Depreciation 11.50 
Interest 20 
181.50 
Net Profit NIL 





The Balance Sheet at ¢,, on a replacement cost 
basis, will be as follows: 








£ 

Fixed Asset 
Replacement cost 115 
Less Depreciation 11.50 

103.50 
Current Asset 
Cash 11.50 

115.00 
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The cash represents receipts to cover the depreci- 
ation charge, which is assumed to have not yet 
been reinvested in real assets but is unavailable for 
that purpose. Two important new features of the 
balance sheet should be noted. Firstly, the fixed 
asset has been revalued at replacement cost. This 
is valid because, under the new ‘evolutionary’ 
replacement cost rules, it is replacement cost which 
will be recovered in the future from customers, 
under the break-even pricing policy. Secondly, the 
revaluation reserve is not part of proprietors’ 
capital and will not enter the base for calculating 
future interest payments, since these are con- 
tractually based on the nominal capital of £100. 
The revaluation reserve is the customers’ equity 
interest in the enterprise, representing £13.50 un- 
realised holding gains, plus £1.50 realised holding 
gains (the additional replacement cost element 
in depreciation). This demonstrates how, under 
plausible assumptions, customers can accumulate 
an equity stake in the enterprise: we shall see later 
that certain ‘revolutionary’ reforms of the system 
of financial control can lead to expropriation of 
that equity stake. 

The results reported in the preceding paragraph 
are not unique to the nominal interest case. It can 
easily be demonstrated that the indexation of the 
real return (9.09% in our example) by the general 
price index will yield an identical result, provided 
that the capital compensation element (£10) is 
distributed with the interest payment. If this is not 
distributed, the Profit and Loss Account will be 
unaffected, but the Balance Sheet at ¢, will now be: 


Pa 
Stockholders’ capital 
Stock, issued and fully paid 100 
Capital reserve 10 
110 
Revaluation Reserve 15 
125 


It can be seen that the combination of con- 
tributions to real capital maintenance from both 
the taxpayer/stockholder (the retention of £10) and 
from the customer (the additional replacement cost 
depreciation charge of £1.50, plus the obligation to 
replace the unrealised holding gain of £13.50, when 
it is realised by depreciation) creates an unneces- 
sary degree of duplication. Either retention of the 
capital maintenance reserve by the taxpayer/ 
stockholder or the assumption by the customer of 
the obligation to meet replacement cost depreci- 
ation, would be sufficient to provide for real capital 
maintenance. This is even more obvious if we add 
replacement cost depreciation to our previous ex- 
ample of interest and capital indexation based 
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upon the change in price of specific assets. It can 
readily be seen that this would result in precisely 
double the necessary provision being made for the 
additional cost of replacement: there would be a 
£15 revaluation reserve (as in the general index 
example illustrated above) and a £15 capital re- 
serve arising from the retention of the specific 
price-indexed compensation for the erosion of 
stockholders’ capital. Thus, adequate provision for 
the maintenance of capital in replacement cost 
terms is made if stockholders’ capital is maintained 
only in money terms and if consumers bear the 
burden of replacement cost depreciation. 

This result draws attention to the case for 
charging only real interest against profits when 
replacement cost depreciation is also charged, thus 
recognising that any inflationary compensation 
paid out to loan stockholders (such as an excess of 
money interest over real interest) is a reduction of 
the real burden of loans, i.e. a capital repayment 
rather than an expense. This topic has been ex- 
plored thoroughly, in the context of nationalised 
industries, in a recent paper by Archer and Peasnell 
(1984). Such reasoning suggests that the UK 
nationalised industries were incorrent to advocate 
their exemption from the application of the current 
cost accounting gearing adjustment, which is an 
attempt (albeit imperfect) to estimate the effects of 
the real gain on borrowing, which should be offset 
against the nominal interest rate in order to meas- 
ure the real interest on borrowing in a period. In 
our example, the gearing adjustment takes the 











Fixed Asset 
Replacement cost 115 
Less Depreciation 11.50 
103.50 
Current Asset 
Cash 21.50 
125 





form of the £15 increase in the revaluation reserve 
which is attributed to customers’ equity: £10 of this 
represents the gain on borrowing and £5 the real 
holding gain on the fixed asset (i.e. the extent to 
which it has out-performed the general index).!’ 
Thus, from the consumer’s (proprietary) point of 
view, the industry in our example has not broken 
even but has made a surplus of £15. From the point 


"This is a full gearing adjustment, not the partial one at 
present in force in the UK (see Whittington, 1983, pp. 168-83, 
for discussion of gearing adjustments). In our example, the 
initial gearing ratio is 100%, so the gearing adjustment is 100% 
of the nominal holding gain on fixed assets (£15). 
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of view of the management (tne ‘entity’ viewpoint), 
the industry has broken even, having the same 
productive capacity at the end of the period as at 
the beginning, although the real value of the 
industry’s assets is higher, aad the real claims on 
the industry have changed, taat of the loan stock- 
holders having fallen and that of the consumers 
having risen. It is this ‘entity’ view, representing the 
interests of management raiher than consumers, 
which excludes the gearing edjustment or gain on 
borrowing. 

A serious flaw in the system of paying inflation 
compensation to loan stockholders, from the con- 
sumer’s point of view, is thet he is being asked to 
finance more of the enterprise capital in exchange 
for lower future prices. Unlike the taxpayer/ 
stockholder, he does not have a contract guaran- 
teeing that such returns wil accrue: he is in the 
position of an equity sharenolder without voting 
powers or property rights ir. his share. Indeed, his 
claim is not recorded in the financial reports. 
Moreover, if he does not intend to remain a 
consumer of the enterprise’s services on at least the 
present scale, he will not receive the market rate of 
return which he would receive if he provided 
finance as a taxpayer/stockholder rather than as a 
consumer. There is an obvious analogy here with 
the familiar problem of intergenerational transfer, 
which arises in the theory of public finance. It is 
therefore appropriate at this point to draw the 
general analogy between taxation and the prices 
charged for state owned enterprises. Taxation in 
general is a charge for government services, and 
these could all be regardec as being provided by 
‘state owned enterprises’, if we allowed ‘enter- 
prises’ to include entities which may, in some 
instances, not charge directly for their services and 
may not have a formal arganisational structure 
resembling that of a privete enterprise firm. We 
have argued above that the narrower class of state 
owned enterprises, which do charge for their ser- 
vices, are not funded by the general pool of 
taxation, but are instead alowed to levy a price on 
consumers which is effectivzly a hypothecated tax'® 
to pay for the current and capital costs of the 
services provided. We shall argue later that there is 
a danger that the ‘revolutionary’ approach to 
introducing current cost accounting might lead to 
the loss of hypothecation’’ (such as has occurred 
with other taxes of this type), so that the prices of 
state owned enterprises become just one more fiscal 


IBA tax whose revenue is pleéged to a particular use. The 
most important current tax in the UK which is nominally (but 
not in practice) of this type is the National Insurance 
contribution. 

Ir the past, both in the UK and elsewhere, hypothecation 
has tended to be lost for the opposite reason: losses of state 
owned enterprises have been met out of general taxation, so 
that prices have been subsidised. 
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instrument, contributing to the general pool of 
taxation. Recent experience of gas and electricity 
pricing in the UK suggests that this process has 
already started. 

However, before turning to the ‘revolutionary’ 
approach, we must analyse one further aspect of 
current cost accounting as an evolutionary device: 
the possible effects of the ‘value to the firm’ rules. 
It is well known that current cost accounting, as at 
present being implemented or considered for im- 
plementation in most English-speaking countries, 
is based not upon pure replacement cost but upon 
‘value to the firm’. The rule for selecting value to 
the firm is: select the lower of replacement cost and 
recoverable amount, where recoverable amount is 
the higher of market selling price or present value 
of prospective cost savings resulting from main- 
taining the asset in its present use.” Unfortunately, 
if the publicly regulated enterprise has the mono- 
poly power which we have assumed earlier, re- 
coverable amount will typically be as high as the 
enterprise chooses to set it, since it can increase 
value in present use by assuming an increase in 
future prices. Thus, the ‘value to the firm’ rules will 
typically lead the state-regulated enterprise to 
value assets at replacement cost,” if it falls into the 
category covered by our assumptions. ` 

The valuation question does not, however, end 
here. If we accept that current cost typically implies 
replacement cost, there remains the important 
problem of defining replacement cost. In particu- 
lar, replacement cost can imply either the replace- 
ment of the physical asset, or replacement of the 
service provided by the asset, the latter definition 
allowing the effects of technological progress or 
relative prices” to lead to the substitution of a 
cheaper asset providing a similar service. It is the 
replacement of the service rather than the physical 
asset which has tended to find favour in current 
cost accounting systems, particularly those which 
use a concept of maintaining operating capability 
(as in the UK’s SSAP16 (1980) and the USA’s 
FAS33 (1979)). This is an important issue in many 
state regulated enterprises, since they are typically 
heavily capitalised and subject to significant tech- 
nological change, e.g. electricity supply. 

Applying our analytical framework to the choice 
of replacement cost measure suggests that the 


There are, of course, many detailed variations of this rule, 
in practice, particularly ones which avoid the direct estimation 
of present value. 

21Gee and Peasnell (1976) argue that the competitive private 
enterprise firm will also, typically, value at replacement cost 
under the ‘value to the firm’ rules, but our argument is that 
state regulated enterprises of the assumed type will always 
value at replacement cost, because ‘recoverable amount’ can 
always be made to exceed replacement cost. 

2Petri and Gelfand (1979) analyse the effects of factor price 
changes in changing the optimal production technique. 
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replacement of service approach is indeed superior 
to the replacement of physical asset approach, in 
the context of controlling a state regulated enter- 
prise. Allowing the enterprise to charge the con- 
sumer only for maintenance of the service should 
ensure greater efficiency in the provision of the 
service than if the enterprise were allowed to 
charge for maintaining a collection of assets which 
would no longer represent the cheapest method of 
providing the service. In cases where replacement 
cost of the service was less than the historical cost 
of providing it, this method would benefit con- 
sumers, and control the enterprise, more effectively 
than historical cost which, in this situation, would 
allow the enterprise to expand capacity without 
resort to outside finance.” Thus, the auditor of the 
state owned enterprise might have a particularly 
important role to play in ensuring that replacement 
cost was measured in terms of the cheapest possible 
replacement of the service. It would, of course, be 
a difficult task for the auditor, faced with the 
probably superior technical skills of the manage- 
ment of the enterprise. 


Current Cost Accounting as Revolution 


In the ‘revolutionary’ approach, the intro- 
duction of current cost accounting coincides with 
a change in the financial targets of the state 
regulated enterprise, abandoning the ‘break-even’ 
rule and emphasising current cost operating profit 
before charging interest. A typical financial target 
would now be to achieve a certain current cost rate 
of return, measured as the ratio of current cost 
operating profit to current cost of net assets. The 
rate of return would be a ‘commercial’ one, deter- 
mined by reference to current rates of return in 
unregulated private enterprise firms and the pur- 
pose of the whole revision of objectives would 
be to bring state regulated enterprises into line 
with the unregulated private sector. There has 
recently been a change of policy in this direction in 
the control of nationalised industries in the UK, 
although obviously the simple model delineated 
above is a stylisation rather than an accurate 
description of the controls applied to any in- 
dividual enterprise. 

Such policies have the superficial attraction of 
apparently putting state regulated enterprises on a 
‘commercial’ footing, i.e. applying similar financial 
controls to those which are imposed upon privately 
owned competitive enterprises. However, if our 
earlier analysis of the control of state regulated 
enterprises is accepted and, in particular, if we 
accept the characteristics of state regulated enter- 


It might be possible, in the light of this situation, to 
reinterpret some of the historical cost operating losses of state 
owned enterprises as replacement cost break-even situations, 
arising from falling costs of productive factors or from 
technical progress. l 
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prises assumed in the second section, then the 
apparent benefits of the ‘commerical? approach 
may be illusory. The reason for this is that we have 
assumed that the state regulated enterprise is not 
constrained by competition in its product market. 
Thus, it can use its monopoly power to set its price 
to the consumer at such a level that it will meet 
almost any target rate of return, but this will be a 
demonstration of monopoly power rather than 
efficiency. Thus, the imposition of ‘commercial’ 
rate of return targets is based upon a false analogy 
with competitive private enterprise: the very reason 
for state ownership or state control is often that 
the consumer needs protection because the con- 
straint of competition has failed (e.g. in ‘natural 
monopolies’ such as many public utilities). 

It might, of course, be argued that the same 
weakness applied to our agency framework, de- 
scribed earlier, in which the state regulated enter- 
prise was required to give the taxpayer/stockholder 
a ‘fair’ rate of return. In fact, where the enterprise 
is entirely loan financed and the ‘fair’ rate of return 
is a ‘commercial’ one, the ‘commercial’ approach 
is identical to the agency approach, if we use 
historical cost accounting. However, the intro- 
duction of current cost accounting introduces an 
important difference between the two approaches. 
It implies, in the evolutionary agency approach, 
that the consumer will pay for full replacement cost 
of the service, in addition to a market rate of return 
on the taxpayer/stockholder’s capital. Thus, as we 
saw earlier, the consumer is effectively providing a 
proportion of the replacement capital of the enter- 
prise. His reward should be lower prices in the 
future, since prices will not have to cover interest 
payments on capital accumulated out of retained 
surpluses. Under the revolutionary ‘commercial’ 
approach, prices must incorporate a current cost 
return on net assets employed, irrespective of how 
they are financed. Thus, the consumer may be 
asked to pay a rate of return on capital which he 
has himself provided.” 

Of course, if the enterprise is not customer 
financed at the inception of the ‘revolutionary’ 
reforms (i.e. there are no accumulated excess 
profits at f) in our example) and if the rate of return 
paid to the taxpayer/stockholder adapts appropri- 
ately to changing prices, it might be argued that the 
interest or dividend payments to proprietors would 
equal the current cost operating profit implied by 
a ‘commercial’ current cost return, so that con- 
sumer financing would never take place. We can 
illustrate this in terms of our earlier example, as 
follows. Assume the facts as before, but the enter- 
prise is now to earn a ‘commercial’ real rate of 


“Before 1963, UK nationalised industries were encouraged 
to build up replacement reserve funds out of revenue (Lapsley, 
1981), so this is not implausible. 
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return of 9.09% on the replacement cost of capital 
employed (i.e. the index to be applied to establish 
the real rate of return is a sp2cific price index of the 
firm’s assets, rather than a general price index). In 
this case, the price necessar~ to sustain this rate of 
return will be £0.85975 and the Profit and Loss 
Account and the Balance Sheet at ¢, will be: 


Sales (200 x £0.85975) 
Less Variable zost 
Depreciation (replacement cost) 


Return to stockholders (£115 x 0.0909) 


Excess Profit 


2 
Stockholders’ zapital 
Stock issued and 
fully paid 100 
Add Capital reserve 15 
115 
115 


Two complementary features of this example 
should be noted. Firstly, zhe price is lowest of all 
those tò appear in this series of examples. The 
reason for this is attributable to the second notable 
feature, namely that the revaluation reserve is now 
attributed to stockholders, and is not, as in the 
previous replacement cos: based example, a non- 
interest bearing fund attributable to consumers. 
The stockholders have therefore received their 
capital compensation in kind, as a claim on the 
holding gains of the enterprise, rather than in cash. 
However, in the future, the benefit in kind will 
yield a cash benefit to stockholders, as future rates 
of return are levied on it. Thus, this method of 
pricing implies a lower initial price but a steeper 
rise in prices in the future, relative to the other 
methods of maintaining real capital, all of which 
imply a degree of consumer finance which will raise 
prices whilst it is raised bat will lower future prices 
by lowering interest charges. 

It is important to emphasise that the ‘revolu- 
tionary’ approach should apply only to the real 
rate of return (9.09% in our example) rather than 
a nominal rate of return (20% in our example, if 
the general price index is used, or 25.45% if we 
use the specific index). Use of a nominal return 
would give stockholders double compensation for 
inflation, at the consum2r’s expense. Equally, the 
consumer would suffer and the stockholder benefit 


ABR. 15/60--E 


171.95 
150 
11.50 
10.45 
171.95 
NIL 
$ 
Fixed Asset 
Replacement cost 115 
Less Depreciation 11.50 
103.50 


Current Asset 
Cash 
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in a revolutionary transition from any of the other 
systems at time ¢,, on the assumed facts, since in 
each case a higher price had been charged in the 
first period than would have been the case under 
the revolutionary system, yet the same prices 
(based on current cost returns) would be charged 









£ 














in subsequent periods. This is because the assumed 
facts implied a degree of consumer finance in the 
enterprise at ¢, under all of the other systems, e.g. 
in the first example (recovery of a nominal interest 
charge, plus historical cost depreciation) the con- 
sumer had accrued the right to benefit from future 
realisation of the holding gain on the fixed asset 
(through being charged only with historical cost 
depreciation). We could, however, have assumed 
negative consumer finance at ¢,, e.g. by assuming 
a holding loss on the fixed asset. In such a case, 
the consumer would gain by a ‘revolutionary’ 
reform, and, since losses are not an uncommon 
feature of state owned industry, we should not 
assume that such reforms are always detrimental to 
the consumer’s interests. 

In practice, the most serious problem of the 
‘revolutionary’ approach is that the appropriate 
criteria for setting a ‘commercial’ rate of return are 
unclear (e.g. which industries are the appropriate 
standard for comparison, given the wide variations 
in rates of return between industries, and how can 
past rates of return be used as ex ante standards for 
controlling current performance, given the wide 
variations in rates of return between years?) and 
that this leaves the rate of return open to arbitrary 
political manipulation. Once the rate of return 
becomes variable annually at the government’s 
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behest (as opposed to being set contractually, as in 
the agency approach), there is a serious danger that 
the prices and revenues of state owned enterprises 
will become part of the general pool of taxation 
and will no longer be hypothecated for the pro- 
vision of present or future benefits to consumers.” 
The recent controversy over the prices of state 
owned energy supply industries in the UK illus- 
trates this possibility very clearly: the gas and 
electricity industries have been directed (by the 
government) to raise their prices above the level 
which their management considers necessary. 


‘Privatisation’ as Revolution 


Another device for dealing with nationalised 
industries, which is currently part of UK govern- 
ment policy, is ‘privatisation’, 1.e. returning the 
enterprise to private ownership. It can be readily 
seen that, if privatisation involves sale on the 
public new issue market at a free market price, it 
may have similar consequences to ‘revolutionary’ 
reform ‘described above. If, as is customary, the 
government keeps the proceeds of privatisation, 
rather than returning a proportion to consumers, 
it may effectively be confiscating any consumer 
equity which exists in the enterprise. Of course, this 
would be avoided if future price regulation were to 
recognise the existence of consumer equity: the 
government would then receive a lower market 
price, anticipating a normal profit on its equity 
only. However, there is no explicit statement that 
the government does recognise the existence of 
consumer equity in any such case. Moreover, there 
is the danger that the privatised enterprise will 
exploit its monopolistic position to achieve an 
above-normal rate of return, so that the consumer 
may be additionally exploited. The latter danger 
has been recognised in the public sale of British 
Telecom by the setting up of a regulatory board 
(OFTEL) to guard consumers’ interests. 


Summary and conclusions 


The first three sections described a simplified 
model of state regulated enterprises which never- 
theless resembles a number of real world examples, 
particularly certain nationalised industries in the 
UK, in several important respects. A restrictive 
assumption of the analysis is that the enterprise is 
a monopoly supplier: this is particularly apposite 
to public utilities. A system of financial control 
requiring the enterprise to break even in historical 





“Describing this as a ‘danger’ would be misleading if the 
government taxed all commodities in such a manner as to 
achieve an optimal allocation of resources and achieved a 
distribution of wealth and income which was accepted as ‘fair’. 
It would then be the case that all prices were, effectively, set by 
the government for the benefit of society. However, it is 
assumed that such a situation is unlikely to occur in practice. 
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cost terms after charging a market rate of interest 
was examined and found to serve the require- 
ments of constraining management to charge the 
consumer a price which provided the taxpayer/ 
stockholder with an economic return on his in- 
vestment but with no additional monopoly profit. 
This system was able to deal with anticipated price 
changes, which would be reflected in the market 
rate of return awarded to the taxpayer/stock- 
holder, and unanticipated price changes could also 
be incorporated in the return if the contract were 
indexed. A feature of all of these models was that 
the consumer performed an equity financing role. 
An important limitation of the analysis was that it 
was unable to deal directly with the crucial issue of 
constraining management to provide the service in 
optimal quantity and quality and at minimum cost. 

In the fourth section of the paper, the intro- 
duction of current cost accounting was considered 
from two standpoints: the evolutionary and the 
revolutionary. The evolutionary approach consid- 
ered current cost accounting as merely a change of 
accounting method within the framework devel- 
oped earlier. In a period of rising prices, this would 
result in the consumer being asked to finance the 
additional cost of replacement in exchange for the 


provision of future services at lower cost than 


would be the case if the replacement were financed 
by the taxpayer/stockholder, who would demand a 
fair rate of return on his contribution. This system 
of consumer finance of replacement has the weak- 
ness that the consumer does not enjoy the same 
voting rights and property rights as a normal 
equity shareholder, although he has effectively 
taken equity stake. He therefore has no direct 
power to enforce delivery of the future services 
which he has financed, and in ‘any case he will enjoy 
the benefit of these services only if he intends to 
maintain his consumption of them. The latter 
feature is likely to lead to a distortion of resource 
allocation due to the subsidisation of future prices 
as a result of the existence of consumer equity. The 
analogy was then drawn between the role of state- 
owned enterprise prices and taxation: the pricing 
policy described here is equivalent to prices being 
a tax hypothecated for the maintenance of the 
services of the state owned enterprise. This carries 
the obvious danger that the hypothecation might 
be lost and the revenues of state owned enterprises 
might be regarded as part of the general pool of 
taxation. 

The current cost valuation rules were also con- 
sidered in the context of evolutionary reform, but 
it was suggested that the ‘recoverable amount’ was 
unlikely to be binding in the assumed situation 
where the enterprise enjoyed a monopoly in its 
product market. However, the choice of replace- 
ment cost method was found to be important: 
the ‘replacement of the service’ basis providing 
the consumer with more protection (by justifying 
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a lower price) than the ‘replacement of the 
physical asset’ basis, although the accurate assess- 
ment cf the former would make heavy demands of 
auditors. 

The revolutionary approach consisted of aban- 
doning the break-even rule and imposing a require- 
ment to earn a ‘commercia? current cost rate of 
return, defined as current cost operating profit 
(before charging interest) drvided by current cost 
of net assets employed. The apparent attraction of 
the ‘commercial’ return control is severely im- 
paired if, as we assumed earlier, the state owned 
enterprise is in a monopoly position, so that its rate 
of return may reflect the dezree of exploitation of 
the consumer rather than the degree of productive 
efficiency. However, the ‘oreak-even’ approach 
also suffered from the protlem that the revenues 
from consumer exploitation could cover the costs 
of productive inefficiency. Thus, neither approach 
is obviously superior to the dther, in the context of 
traditional historical cost accounting. 

If current cost account:ng is used, the evo- 
lutionary and revolutionary approaches can be 
identical, if the rate of return to taxpayer/stock- 
holders in the evolutionary approach is defined in 
a particular manner (indexed on the specific assets 
of the firm, with holding gains accruing to the 
taxpayer/stockholder rather than the consumer), 
and if there is no consumer finance (resulting from 
past pricing policies) at the .nception of the revolu- 
tionary reform. If the latter condition does not 
hold, the revolutionary ap>roach will lead to the 
consumer being charged with a rate of return on 
capital which he himself has provided. There is 
therefore no general theoretical argument for pre- 
ferring either the evolutionary or the revolutionary 
approaches: much depends upon the precise terms 
of the controls and the base from which the change 
is made. In practice, the most serious difficulty of 
the revolutionary approach is likely to be the 
setting of the level of the ‘commercial’ rate of 
return, and the danger tha- it may be manipulated 
by governments as a hidden form of taxation of 
consumers. ‘Privatisation’ was identified as having 
similar consequences to those of the revolutionary 
type of reform, and ther2fore as posing similar 
protlems. 

The overall conclusions of this paper are 
therefore: 


(1) That the traditional ‘break-even’ rule com- 
bined with interes: charges has a sound 
rationale in attemoting to deal with the 
agency problem o? constraining manage- 
ment to serve tke needs both of the 
taxpayer/stockholdzr and the consumer. It 
can do this effectively under inflationary 
. conditions, if the interest rate to the 
taxpayer/stockholder is appropriately 
defined. 
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(2) This is not to say that this rule leads to 


(3) 


(4) 


(5) 


(6) 


totally effective control. The volume, qual- 
ity and cost of services and price structures 
need monitoring by administrative controls, 
such as consumer councils, since financial 
controls cannot be fully effective when an 
enterprise enjoys a monopoly in its product 
market. 

The evolutionary introduction of current 
cost accounting within the ‘break-even’ 
framework extends the degree of consumer 
financing when replacement cost exceeds 
historical cost. The desirability of such a 
reform depends upon how effectively the 
consumer can ensure that his investment is 
rewarded by cheaper future services: 
superficially, it seems unlikely that he will 
be very effective in this respect. Equally, 
consumer finance seems likely to lead to a 
distortion of the allocation of resources, 
since it involves taking consumption at the 
time when the finance is raised and sub- 
sidising future consumption, when the in- 
vestment yields returns. 

The ‘value to the firm’ rule for current cost 
accounting is unlikely to lead to significant 
deviations from replacement cost in the case 
of an enterprise which enjoys a monopoly in 
its product market, since recoverable 
amount can be made to exceed replacement 
cost by appropriate pricing. However, the 
definition of replacement cost as cost of 
replacing the service (or operating capacity) 
rather than the physical asset, could pro- 
vide an important constraint on the oper- 
ating efficiency of the enterprise, although 
it would also place a heavy burden on 
auditors. 

The revolutionary abandonment of the 
break-even rule in favour of targets for the 
rate of return before interest charges has the 
superficial attraction of imposing ‘commer- 
cial criteria, but the criteria may be inap- 
propriate to an enterprise in a monopoly 
position, which enables it to exploit the 
consumer, rather than achieving maximum 
efficiency, in order to meet its target. 

The simultaneous introduction of current 
cost accounting and revolutionary reforms 
of targets could, in certain plausible circum- 
stances, lead to a similar situation to the 
evolutionary introduction of current cost 
accounting. However, if there were con- 
sumer finance in the enterprise at the time 
of the revolutionary reform, the reform 
would lead to the consumer being over- 
charged, since the target rate of return 
would include a return on the consumer 
financed net assets. On the other hand, the 
consumer might gain if the enterprise had 
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accumulated losses, leading to negative con- 
sumer finance. 

(7) ‘Privatisation’ has similar consequences, 
and attendant problems, to those of revolu- 
tionary reform. 

(8) In practice, the most serious problem of the 


revolutionary approach is likely to be the 
determination of the ‘commercial’ rate of 
return target. If this is revised regularly, 
rather than being determined by a financing 
contract, the prices of state owned enter- 
prises are likely to become instruments of 
general taxation. 


The above conclusions are, of course, heavily 
dependent upon the assumptions made in section 
(2), the assumption of monopoly in the product 
market being crucial. It must also be stressed that, 
in practice, state owned enterprises exhibit a wide 
variety of control systems and financial structures. 
Two particularly important considerations which 
we have not dealt with are the effectiveness of 
government as an appraiser, on behalf of the 
taxpayer/stockholder, of the appropriate terms for 
the issue of new finance to state owned enterprise, 
and the effectiveness of administrative controls, 
such as consumer councils, in controlling the sup- 
ply of the service of the enterprise. Controls of 
both of these types are implicit in all of the systems 
examined here and the ultimate choice of system 
may depend upon the relative extent to which they 
rely on various different controls (e.g. the evo- 
lutionary replacement cost system puts additional 
weight on control by the consumer). It must also 
be stressed that our critique of current cost ac- 
counting was conducted in terms of external 
financial reporting and did not consider the poss- 
ible use of current cost accounting for internal 
management purposes. Equally, we addressed only 
peripherally the consequences of pricing policies 
for the allocation of resources throughout the 
economy. Current cost accounting has the possible 
attraction, in this context, of enabling prices to be 
based on opportunity costs, or approximately so, 
but any general conclusion about this must be 
based upon an analysis of pricing in all sectors of 
the economy. 

If there is a positive message in this paper, it is 
that simple reforms of the broad system, whether 
of the evolutionary or the revolutionary type, will 
not, of themselves, bring improvement unless they 
are accompanied by an appropriate set of effective 
administrative arrangements, involving such 
matters as capital budgeting and efficiency audit- 
ing, and including ex post appraisal as well as ex 
ante planning. Indeed, attention to such arrange- 
ments within the existing system may well yield 
greater benefits than reform of the system itself. 
The negative message of the paper is that the 
introduction of so-called ‘commercial’ rate of re- 


ACCOUNTING AND BUSINESS RESEARCH 


turn targets into the control of state regulated 
enterprise should be regarded with suspicion,” 
especially when there is a possibility that the 
targets may be manipulated in such a way as to 
make prices behave as taxes on consumers. 
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The Management of Currency 
Transaction Risk by UK 
Multi-national Companies 


P. Collier and E. W. Davis 


Introduction 


This paper sets out the findings of a research 
enquiry into the organisation and practice of cur- 
rency risk management by UK multi-national 
companies. It is specifically concerned with aspects 
of the management of foreign currency transaction 
risk by large UK multi-naticnals and in particular 
with the identification of the basic pattern of 
organisational control in this area for comparison 
with normative models indicated in the literature. 
Deriving from this, there is an exploration of the 
extent of risk aversion in firms where risk 
management is to some degree centralised. The 
basic methodology was to establish the pattern of 
organisational control by a postal questionnaire 
directed to UK multi-nationals within the Times 
Top 200 category before cérrying out interviews 
with the companies which exhibited some degree of 
centralisation in their maragement of currency 
risk. 

Necessarily, surveys are expressed in very gen- 
eral terms and do not therefore identify potentially 
significant behavioural relationships for which an 
alternative methodology may be more appropriate 
(Tricker, 1974; Colville, 1981; Tomkins and 
Groves, 1983). But the survey reported here has 
helped to develop a representative picture of the 
management of currency risk by UK multi- 
nationals at a point in time and to identify broad 
characteristics. 


Definitions 


The definitions of currency risk and UK multi- 
nationals used in the research are as follows: 


Currency risk occurs whenever a company has 
either assets or liabilities expressed in a foreign 
currency or when transactions are conducted in 
more than one currency. This risk may be sub- 
divided into transaction, translation and economic 
risk exposure. Each of these is related and inter- 
dependent to some extent. 


Transaction risk refers to the gain or loss which 
arises whenever a financial payment involving cur- 
rency conversion is made at an exchange rate 
different to that prevailing when the transaction 
was initiated. Transaction risk involves trade 
payables and receivables, short-term investments, 
dividend remittances and inter-company trade 
accounts. 

Translation risk refers to the gains or losses 
which arise from the translation upon consoli- 
dation of foreign subsidiaries’ income and balance 
sheet accounts into the currency of the parent 
company. 

Economic risk refers to the impact of exchange 
rate fluctuations upon the economic environment 
within which a foreign subsidiary operates and the 
consequent effect on the value of future cash flows 
from the subsidiary. 

To summarise, whereas translation exposure is 
concerned with recording a change in value at a 
point in time, both transaction and economic 
exposures are concerned with future cash flows. 
However, transaction exposure concentrates upon 
those cash flows requiring currency conversion 
whilst economic exposure embraces all the oper- 
ational cash flows of the firm, even where currency 
conversion does not occur. 

A UK multi-national is defined as having the 
following four attributes: 


(a) 
(b) 
(c) 


(d) 


membership of the Times Top 200 companies, 
possession of home and overseas subsidiaries, 
not itself being a subsidiary of another com- 
pany, 

having principal activities concentrated in a 
business sector other than retailing, property, 
leisure or financial services. 


The choice of defining characteristics is inevitably 
arbitrary (as with the ‘Harvard’ definition: (a) 
among Fortune 500 largest US industrial cor- 
porations, (b) with equity interests in manu- 
facturing enterprises in at least six foreign coun- 
tries). The exclusion of retailers, which might be 
expected to face significant exchange risk in their 
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purchasing activities, was decided upon because 
several purchased almost exclusively from UK 
distributors and thus did not deal with exposure 
management. Broder (1984) reported similar 
findings. Nevertheless these four criteria ensure 
that the research is targeted at significant entities, 
exhibiting organisational complexity, with in- 
volvement overseas and in a relatively homoge- 
neous business grouping. The exclusion of sub- 
sidiaries is justified as foreign exchange risk 
management is invariably effected by the parent 
company (Jilling, 1977 and 1978). 


Centralisation versus 
decentralisation in currency 
risk management 


The general trend for multi-national corporations 
has been towards decentralised operational re- 
sponsibility, for example, in marketing and prod- 
uction (Stopford and Wells, 1972; Channon, 1973). 
But changes in financial and currency markets 
occurring in the 1970s seem to have reinforced the 
case for centralised currency management. Most 
normative models illustrated in the literature argue 
that currency risk management requires a highly 
centralised structure (for example, see Donaldson, 
1981; Horst, 1981; Jilling, 1977 and 1978; Lietaer, 
1970; Robbins and Stobaugh, 1973; Rutenberg, 
1970 and Shapiro, 1973). On this basis we may 
interpret the norm for the management of trans- 
actions risk exposure as requiring a.degree of 
centralised control over both UK and overseas 
subsidiaries. Thus Ankrom (1974) has observed 
that ‘Central control and direction of foreign ex- 
change are pre-requisites if there is to be a rational 
consistent approach to controlling exposure for the 
consolidated group’. Prind! (1976) has considered 
that, for a multi-national corporation, success 1n its 
working capital management embraces liquidity 
management in terms of structured 
borrowing/investment policy in association with 
twin policies for the management of currency risk: 
‘Both are now dependent on a centralised and 
anticipatory approach, which is being adopted by 
many companies, although they allow decen- 
tralised policies in research, marketing and prod- 
uction’. Jilling’s (1977 and 1978) survey of US 
multi-nationals found a heavy emphasis upon cen- 
tralised organisation of the currency function, with 
approximately 85% of his sample reporting to this 
effect. 

Centralisation is also associated by several 
writers with a degree of formal specialisation of the 
function. Amongst them it may be noted that Earl 
(1983) stresses the significance of a professional 
financial manager in the form of a corporate 
treasurer in promoting an optimisation policy in 
the management of transaction risk. This view is 
supported by the findings of Davis and Collier 
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(1983) who recorded the emergence in large UK 
companies in the 1970s of a cadre of professional 
treasurers, with almost 80% of treasury de- 
partments in the survey being established since 
1970, with a median year of 1977. 

For the corporate treasurers surveyed in the 
UK, responsibility for currency management was a 
critical part of their job, with the treasurer appear- 
ing to enjoy considerable discretionary re- 
sponsibility for the management of currency risk. 


The acceptance of currency 
transaction risk 


The association of a centralised structure with 
professional managers’ management of currency 
risk is relevant to discussion of the second stage of 
this research. The second main objective of the 
research is to investigate the extent of formaliséd 
currency risk aversion exhibited by such firms and 
to attempt to relate this to other organisational 
characteristics. The assumption by firms of a rela- 
tively centralised control system still means that 
the acceptance of currency risk is discretionary, 
with the exercise of that discretion vested with ‘the 
centre’. From pilot interviews it seemed that prac- 
tice varied between decisions automatically to 
close-out transaction risk, either by internal match- 
ing systems or by resort to forward cover or money 
market hedges, and the exercise of discretion, 
involving an attempt to manage the risk at the 
centre. Indeed one of the arguments for centralised 
currency control is that it offers the opportunity of 
managing risk, rather than recourse to automatic 
close-out rules. 

While Rodriguez (1981) had found evidence that 
some US companies were prepared to take a 
position in the currency market, her principal ` 
overall finding was that corporate foreign currency 
managers are asymmetrically risk averse, being 
more willing to avoid open long positions in weak 
currencies than to take advantage of potential 
gains from long positions in strong currencies.’ 
Blinn, Greenbaum and Jacobs (1981) surveyed 27 
multi-nationals (11 US, 13 UK and 3 Canadian) 
and found a mixed experience in terms of will- 
ingness to leave open currency positions. In con- 
trast to the speculator who may be categorised as 
‘risk neutral’, the professional currency managers 
observed in Rodriguez’s study of US multi- 
nationals were prone to risk aversion—resulting in 
a lack of risk neutrality. In consequence their 
reluctance to incur currency losses may well have 
pre-disposed them towards hedging even where the 
costs of such a policy exceeded that projected by 


'Rodriguez (1980, p. 99): ‘The emphasis was definitely on 


a defensive position. Trying to profit from the movements in 


the exchange markets was not considered an objective of any 
of the managers interviewed.’ 
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the market’s expectation of probable decline in 
currency values. If this was a reasonably valid 
interpretation of the behaviour of such managers, 
then it has a corresponding de-stabilising impli- 
cation for currency rates themselves, as hedging 
transactions exceed those required from ‘normal’ 
market transactions to ensure necessary currency 
realignments. 


Methodology 


The first stage of the research related to a survey 
of UK multi-national companies in order to ascer- 
tain some simple facts about their organisational 
profile with respect to currency risk management. 
Accordingly a questionnaire was.sent to the 114 
companies within the Times Top 200 that corre- 
sponded with the chosen defmition of a UK multi- 
nafional. The profile of such companies is shown 
in Table 1. 

Using the information ob:ained from the ques- 
tionnaire, the second stage o7 the research involved 
visits to all companies which in their questionnaire 
responses had indicated a degree of centralisation 
in their management of currency risk. The visits 
were intended to explore the 2xtent of currency risk 
aversion exhibited by companies and attempted to 
relate this to other organisetional characteristics. 
As a by-product the visits validated the question- 
naire responses. 


Stage one preliminary results 


The questionnaire submitted to the chosen multi- 
nationals in late 1983 yielded 87 responses and five 
refusals. An analysis of tte population and re- 
sponses by Times Top 206 position is shown in 
Table 1. It can be seen tha-, although the overall 
response rate is 76%, the response rate is highest 
amongst the largest compares, which are of most 
interest for the research. 

In order to ascertain whether the results were 
affected by a non-respons2 bias, ten of the 22 
companies which did not respond were circularised 
to obtain the reasons for non-response. Only four 
replied and stated either that it was company 


Table 1 
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policy not to answer questionnaires or that they 
were too busy. An examination of the companies 
which did not respond showed no obvious industry 
or other pattern. Based upon the follow up test and 
the scrutiny of non-respondents it would appear 
that the sample is representative of UK multi- 
nationals. 

The question dealing with organisational struc- 
ture invited companies to indicate which of four 
categories of control of currency risk management 
best described their company and overseas sub-. 
sidiaries. The categories were: 


(1) Fully centralised control. 

(2) Subject to specific directives. 
(3) Subject to general guidelines. 
(4) Largely autonomous. 


These categories are of standard form (see, for 
example, McRae and Walker 1980) intended to 
categorise the broad extent of centralised control. 

Table 2 shows for 87 companies the combina- 
tions of policy for foreign exchange transaction 
risk management. Thus each cell in the matrix 
represents a combination of policy for UK and 
overseas subsidiaries. From the table it appears 
that overseas subsidiaries are less tightly controlled 
with respect to currency risk management than are 
UK subsidiaries: 62 were subject to general guide- 
lines or were largely autonomous compared with 
32 for UK subsidiaries. This finding may be com- 
pared with the strongly centralised US model (see, 
for example, Jilling, 1977 and 1978). 

The results reported so far provide an overall 
indication of the broad practice of UK firms at a 
point in time. 

This may be contrasted with the norm hitherto 
largely based on US research. The only compar- 
able finding for UK companies is Moss and 
Channon’s (1982) analysis of UK medium-sized 
companies. But the firms investigated in their 
sample could in no way be considered to 
be representative of multi-nationals, being . 
significantly smaller in mean size and having rela- 
tively fewer overseas subsidiaries than the groups 
in which we are interested. A behavioural inter- 
pretation of the contrast between British and US 


Analysis of questionnaire responses 


Companies in 


Tenes Top Population 





%, Response 
Respondents by Category 
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Centralisation of currency risk management (no. of companies) 


Centre does 
it all 
Centre does 
it all 7 
Specific 
UK directives 
subsidiaries 
General 
guidelines 
Largely 
autonomous 


Total 


multi-nationals might be that put forward by Child 
and Kieser (1977) which demonstrated the degree 
to which British executives valued autonomy more 
than their foreign counterparts did. In the en- 
gineering industry, for example, there seems to 
have been a clear policy of leaving newly acquired 
businesses to continue to operate as independent 
trading units—so that overseas subsidiaries were 
individually responsible for goals and risks within 
an overall policy of conscious risk dispersal (Lov- 
eridge, 1983). It should be emphasised that this 
survey is an exercise in comparative statics and it 
seems clear that the results are not indicative of the 
organisational structure to which such firms may 
be attempting to move. There are, of course, some 
obvious reasons why UK firms should not have 
sought in the past to have centralised currency 
transactions of overseas subsidiaries: principally 
tax and exchange control reasons. Further, it 
should be noted that cases in the survey where the 
centre assumes risk by taking appropriate 
offsetting action to neutralise exposures incurred 
and reported by quasi-autonomous subsidiaries 
would be classified as centralised. For a more 
detailed exposition of the theory by which this may 
be achieved, see, for example, Lessard and Lorange 
(1977). 


Currency risk management policy 
and structure 


The second and principal part of the research was 
to investigate currency risk aversion within firms 
that exhibit some degree of centralisation of cur- 
rency risk management. Accordingly we sought to 
visit the 55 companies who reported one of the 
following centrally administered procedures for 
either UK or overseas subsidiaries or both: (a) 
centre does it all, (b) specific directives. All but four 
of these companies agreed to cooperate with the 


directives 





Overseas subsidiaries 
Specific General Largely 
guidelines autonomous Total 
10 16 7 40 


8 3 4 15 


15 22 


study and the rest of this paper concentrates on 
these 51 companies. 

In pursuit of the second research objective in 
companies whose centralisation was predomi- 
nantly UK based, the procedure was to establish 
by means of structured interviews with the person 
responsible for currency risk management (finance 
director or treasurer) the extent to which their 
firms accept risk or alternatively resort to auto- 
matic close-out. In this context the concept of risk 
management is not restricted to the making of 
profits or losses by taking risks but includes action 
to reduce risks. The aim was thus to classify 
policies with respect to the management of trans- 
action risk into (a) close-out (resort to hedging by 
various means) or (b) actively manage (the decision 
to hedge is discretionary with the company pre- 
pared at least partially to accept the risk involved 
in spot transactions). On a priori grounds, one of 
the principal justifications for a centralised struc- 
ture of decision-taking in currency (transaction) 
risk is that it affords the opportunity for dis- 
cretionary acceptance of risk. 

From the stage one responses to the survey it 
is possible to place UK companies within five 
categories of centralised policy with regard to their 
subsidiaries and to link this with the direction of 
their policies on transaction risk. The five policies 
identified were: 


(1) 

(2) Centralised for UK subsidiaries but specific 
directives for overseas subsidiaries. 

(3) UK subsidiaries centralised but overseas sub- 
sidiaries decentralised. 

(4) UK and overseas subsidiaries controlled by 
specific directives. 

(5) UK subsidiaries controlled by specific direc- 

tives but overseas subsidiaries decentralised. 


Centralised for both UK and overseas sub- 
sidiaries. 


From Table 3 it can be seen for policy 3, for 
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Table 3 
Management policy compared with organisational 
control 

Centralisatioa Policies 


Policy 


Close-out 
Actively 
manage 


Total 


example, that 11 companies closed out risk while 
12 actively managed it. We would have expected a 
priori a positive relationship between the intensity 
of centralised control and the willingness to accept 
risk. A chi-squared test on the null hypothesis that 
there was no connection between organisation 
structure and management pclicy was rejected with 
a value of 9.42 compared w:th a critical value of 
5.991 (significance level 95% two degrees of free- 
dom). Therefore from the tes: it would appear that 
there is a link between the crganisatiton structure 
and management policy towerds the acceptance of 
currency risk. This test provides some support in 
terms of the exhibited general characteristic 
whereby a relatively greater tendency actively to 
manage is associated with a more closely central- 
ised structure. However, the association of or- 
ganisation structure and the zisk management pol- 
icy may well be explained by a third variable. In 
this context the most obvious connecting variable 
would be the nature of the risk encountered be- 
cause the ratio of active management to close-out 
companies within a given category could be de- 
pendert upon the size of risk involved. In turn the 
degree of organisational control may necessarily 
reflect the same factor. 


Risk characteristics of companies’ 
currency transactions 


To add the further dimension of risk characteristics 
of companies’ currency trarsactions to the anal- 
ysis, it is necessary to develop a basis for risk 
classification. The preferred approach would have 
been to obtain actual data on the extent of each 
company’s transaction risk exposure over a period. 
However, many companies were found not to 
measure the magnitude or duration of their cur- 
rency risk on a systematic basis and many of those 
which did were unwilling to provide precise figures 
(see Jilling,? Robbins and Stobaugh*). Thus the 


Jiling (1977 and 1978, p. 7) ‘It follows that for the 
multinational corporation neither the duration or magnitude 
of exposure to foreign exchange ris< can be easily determined.’ 

Robbins and Stobaugh (1973, p 17): ‘a formidable obstacle 
to anyone who aspires to analyse the financial practices of 
multinational enterprises is the veil of corporate reticence’. 
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analysis would have been dependent upon a re- 
stricted, potentially biased sample in which the 
actual data presented might have been far from 
satisfactory. Consequently we could not use 
Lietaer-type models in which various risk reduc- 
tion strategies are weighted in accordance with 
quantitative risk exposures. Systems like the model 
put forward by Shulman (1970) were also dis- 
counted on the basis that the model concentrates 
on the riskiness of individual transactions rather 
than a group’s currency flows and includes a subjec- 
tive element measuring the responsible executives’ 
risk aversion. The latter element has the additional 
disadvantage of not taking into account the possi- 
bility that different decision makers may have 
different exposure management goals and objec- 
tives. In addition few companies interviewed ap- 
pear to have approached risk measurement in this 
way; a factor borne out by the similar findings of 
Jilling. 

However, it was possible to identify declared 
corporate policies in which, while individual atti- 
tudes may feature, both in design and imple- 
mentation, general policies were established at a 
corporate level in response to certain risk charac- 
teristics of the company’s currency transaction 
operations. Therefore the approach adopted was 
qualitative and based upon information derived 
from interviews as to the general characteristics of 
the company’s currency flows and their riskiness. 
The most frequent currency risk attributes com- 
prised low margins in currency exposed business, 
long-term horizons of exposure (e.g. as would 
occur with long-term contracts), irregular currency 
flows, little opportunity for matching and volatility 
of the currencies dealt with. 

Normative theory would suggest that low mar- 
gins on currency exposed business and long-time 
horizons of exposure are likely to be the best 
available proxies for the riskiness of the company’s 
currency flows. Therefore, if either were present to 
a material extent in the firm’s currency operations, 
then the company on this definition would be 
classified as relatively high risk. Similarly the ab- 
sence to any significant extent of both of these 
sensitive variables would trigger classification into 
a low risk category. Clearly there are several 
variations available with which to measure the 
inherent riskiness of currency operations but this 
method appeared to conform most closely with the 
views expressed by the companies’ representatives. 

Utility theory would lead to the view that, in 
situations where significant wealth was at stake, 
individuals are likely to display risk aversion and 
that in the case of major finance decisions an 
asymmetry of risk aversion can be assumed. Thus 
it seems plausible that, where the currency risk was 
high, firms would close-out but, where the currency 
risk was low, firms would be prepared actively to 
manage it. 
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Table 4 
Relationship between risk and currency risk 
management policy 


Low 
Risk 


High 


Risk Total 


Policy 
Active management 
Close-out 





Table 4 represents, on the basis of interview 
data, a classification of the perceived riskiness of 
each company’s currency transactions into high or 
low risk categories. The table shows that for 42 of 
the 51 companies interviewed (84°) the hypothesis 
was supported. Further a chi-squared test on the 
null hypothesis that there was no connection be- 
tween the risk attaching to currency operations 
and management policy was rejected with a chi- 
squared value of 20.4 compared with a critical 
value of 3.841 (significance level 95%, one degree 
of freedom). Therefore statistically there is a con- 
nection between the management policy with re- 
gard to currency risk and the extent of that risk. A 
Phi statistic of 0.63 suggests that the strength of the 
relationship is moderate as might be expected when 
nine of the 51 companies contradict the hypothesis. 
On the other hand, companies where the risk is 
lower were found to possess a willingness to man- 
age at least a part of their currency risk exposure. 


Risk and structure 


Given the possible influence of risk on organisation 
structure referred to above, it is worthwhile to 
consider the relationship between risk and struc- 
ture separately. Table 5 shows the high and low 
risk companies analysed by the category of central- 
isation, according to the Table 3 definitions. A 
chi-squared test on the null hypothesis that there 
was no connection between risk and structure was 
accepted with a chi-squared value of 4.22 against 
a critical value of 5.991 (significance level 95%, two 


Table 5 
Comparison of structure with the level 
of risk 


Centralisation Policies 


3 4 5 Total 
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degrees of freedom). Therefore it would appear 
that the two are unconnected. This might be 
expected, as increased centralisation could be a 
response to either high or low risk. Companies in 
the former position could seek greater central- 
isation to ensure closer supervision of a close-out 
policy, while low risk companies may centralise for 
efficient management of the risk. The mix: of 
structures and risk supports the observations of 
Earl (1984), who put forward an evolutionary 
theory of development of currency risk manage- 
ment structures. The companies surveyed could be 
argued to be at a variety of evolutionary stages. 


Functional specialisation 


Potentially one of the most interesting aspects of 
such research is the extent to which formalisation 
of function, including the appointment of a special- 
ist treasurer, could be linked to the policy stance 
adopted by the firm. In particular, is there a 
connection between the willingness of a firm ac- 
tively to manage risk and the responsibility for this 
being vested in a treasurer? Jilling strongly sup- 
ported the view that the level of company expertise 
in the foreign exchange field was the most im- 
portant factor in formulating exposure manage- 
ment objectives. A contrary hypothesis might be 
that professional treasurers are merely passive 
agents who react to risk aversion within the or- 
ganisation and who design systems intended fully 
to cover the net exposure. 

Table 6 shows, for the 51 companies inter- 
viewed, the job title of the responsible official 
analysed by reference to the company’s policy 
stance. A chi-squared test on the null hypothesis 
that there was no connection between the re- 
sponsible official and policy stance was rejected 
(chi-squared value 6.14, critical value 3.481, 95% 
significance, one degree of freedom). 

However, the relationship is not strong (Phi 
statistic 0.35). It would appear that, while in 
actively managed companies a treasurer is usually 
the responsible official, there are also treasurers in 
some companies whose job is to design systems to 
cover net exposure of the group in response to 
board policies to this effect. An explanation of the 
existence of two contrasting groups may again 
reflect the evolutionary theory of the development 
of the currency management function. 

An alternative interpretation would be to sug- 
gest that the link is between the magnitude of 
currency transaction risk and the level of re- 
sponsible official. From Table 6 it appears that 
where the risk was high it was more often not the 
responsibility of a treasurer than if it was low. A 
chi-squared test of the null hypothesis that there is 
no relationship between the official responsible and 
the magnitude of risk was rejected (chi-squared 
11.77, critical value 3.481, 95% significance, one 
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Pelicy stance and the responsibility for currency risk 


management 


Responsible Official 


Treasurer 


Actively 
manage 
Close out 


Table 7 
Risk profile and the responsibility for currency 
«risk management 

Responsible Official 


Total 


Treasurer Finance Director 


High risk 8 
Low risk 32 


40 


degree of freedom). It therefore appears that, 
where the risk is high, responsibility is more likely 
to be retained at board level than delegated to a 
professional specialist. 

Indeed, a feature of the high-risk companies was 
irregular cash flows and significant but infrequent 
decisions. Such an environment does not support 
the existence of a full-tim2 treasurer and in any 
case decisions of major importance would be un- 
likely to be fully delegated. The interviews conduc- 
ted suggested that both the magnitude of risk and 
lack of scope for day to day treasury management 
contributed to the tendency for high-risk com- 
panies not to employ a specialist treasurer. 


Conclusion 


Subject to the assumptions and research meth- 
odology adopted, the principal findings of the 
survey are: 


(a) In a majority of UK multi-nationals there is a 
degree of centralised control of group currency 
risk management and formal exposure man- 
agement policies exist 

Centralised control appears to be less marked 
for overseas subsidiaries than for those in the 
UK. 

Active management of currency transaction 
risk is associated with centralised control 
while, on the other hand, the decision to close- 
out seems to be linked to some extent with a 
less centralised structure. 


(b 


Se” 


(c) 


Finance Director 








Total 


(d) There is support for the hypothesis that, where 
the overall dimension of currency risk appears 
to be high, the policies adopted by firms in our 
survey would be characterised as risk averse in 
that automatic policies of close-out were ap- 
plied. Conversely, for those companies where 
the risk is low, the evidence suggests a corre- 
sponding willingness actively to manage at 
least part of the risk. 

(e) There is some support for a relationship be- 
tween the official responsible for currency risk 
management and policy stance and a con- 
nection between the magnitude of such risk 
and the responsible official. In the former case 
active management is invariably the re- 
sponsibility of a treasurer, whilst in the latter 
there is an association between high risk and 
the Finance Director retaining responsibility 
for the management of currency transaction 
risk. 


Strict comparison between this work and that of 
other researchers is made difficult by virtue of the 
different time periods and research methodologies 
adopted. However, one may contrast these 
findings, based upon a highly representative cross- 
section of UK multi-nationals, with those of 
Rodriguez (1981), Broder (1984) and to a lesser 
extent Jilling (1977 and 1978) or Blinn, Greenbaum 
and Jacobs (1981). 

The advantage of a field based study is that it 
reduces the risk of insignificant results inherent in 
postal questionnaires. Thus Broder (1984), using 
the methodology employed by Jilling, has at- 
tempted to explain such findings by reference to the 
need, identified in Collier and Davis (1984), for 
separate analysis of distinct groups. By such means 
the quality of data is enhanced thereby affording 
the opportunity of more meaningful concentration 
on what appear to be the key variables underlying 
corporate policy decisions. But there are obvious 
limits to such an exercise, by virtue of the static 
analysis involved in the cross-section study. Inter- 
pretation of more fundamental behavioural vari- 
ables which may be significant in influencing the 
process of risk taking would consequently require 
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an alternative methodology (see, for example, Earl, 
1984). 
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SUMMER 1985 


Book Reviews 


European Contributions to Accounting Research: 
The Achievements of the Last Decade. Anthony G. 
Hopwood and Hein Schreuder (eds). VU 
Uitgeverij/Free University Press, Amsterdam, 
1984. vii + 274 pp. Hfl 40 (soft cover). 


Anthony Hopwood is perkaps the premier en- 
trepreneur of accounting research on this planet. 
He launched a major research journal in 1976, he 
co-founded the European Accounting Association 
in 1978, and in the last decade he has been a 
leading figure in accounting research ventures 
sponsored by the UK’s Sozial Science Research 
Council and the European Institute for Advanced 
Studies in Management (EIASM). Several im- 
pressive collections of research papers have 
resulted! and more are promised. The volume 
under review is the first putlished attempt, in the 
English language, to interpret the accounting re- 
search traditions in the countries of Europe. A few 
descriptive articles of this genre have occasionally 
appeared in the literature, but in this collection 
edited by Hopwood and Hein Schreuder the 
authors not only report on the research being 
conducted in their countnes but also identify 
trends and begin to define tae intellectual, institu- 
tional and cross-cultural factors that may explain 
those trends. 

Ten of the 13 essays are national or regional 
surveys of the research tradicions in Finland, Scan- 
dinavia, France, West Germany (with brief atten- 
tion to Austria and Switzerland), The Netherlands, 
the United Kingdom, Italy and Spain. Each author 
is an ectual contributor to the research literature in 
the country or region abort which he is writing, 
and, in selecting the authors. editors Hopwood and 
Schreuder made good use of the network of re- 
searchers formed through Congresses of the Euro- 
pean Accounting Association and EIASM work- 
shops. 

The three concluding esszys deal with aspects of 
the relationship between research and practice. 

The country surveys plece varying degrees of 
emphasis on such matters as the research topics 
addressed, the methodologies and methods em- 
ployed, the influences of alied disciplines and of 
the work done in other countries, institutional 
factors (such as the impact of company laws, 





'Michae! Bromwich and Anthony G. Hopwood (eds.), 
Essays in British Accounting Research (Pitman, 1981); Anthony 
G. Hopwood, Michael Bromwich and Jack Shaw (eds.), 
Auditirg Research: Issues and O>portunities (Pitman, 1982); 
Michael Bromwich and Anthony G. Hopwood (eds.), 
Accounting Standards Setting: en International Perspective 
(Pitman, 1983); Anthony Hopwocd and Cyril Tomkins (eds.), 
Issues in Public Sector Accounting (Philip Allan, 1984). 
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reporting regulations, development of the capital 
market, and the organised accounting profession), 
and the evolution of the country’s research tradi- 
ton. 

The papers on France and Spain present an 
interesting contrast. Daniel Boussard and Fran- 
çoise Rey observe, with an air of disappointment, 
that ‘accounting research in France is not ade- 
quately developed’ and ‘in the main there is an 
absence of real research groups’ (p. 54). The 
consensus-seeking behaviour of post-War standard 
setters in France, including those concerned with 
the plan comptable, seems to have denied any 
meaningful role for academic accounting research. 
It is not clear whether the propensity of French 
academics to engage in abstract rather than prac- 
tical research is a cause or an effect of this isolation 
from the policy making sphere. Yet in Spain the 
arrival of the national accounting plan ‘has had a 
decisive influence on accounting research and 
studies’ (p. 193), writes Enrique Fernandez Pefia. 
Institutional developments have been a positive 
force in reinvigorating Spanish accounting re- 
search and education. In the essays on France and 
Spain, the authors have much of interest to say 
about recent trends in the institutional domain, 
perhaps at the cost of an ampler discussion of the 
methodologies and findings of the cited research. 

In his paper on Italy, Giuseppe Galassi under- 
takes to explain the mega-discipline of ‘concern 
economics’ that embraces decision theory, ac- 
counting and finance theory, and organisation 
theory applied to economic entities at both the 
micro and macro levels. He also depicts the role of 
accounting in this emerging disciplinary frame- 
work. The task is too large for an essay of only 26 
pages, although Galassi courageously addresses 
the charge. A great many citations to books and 
articles are provided, but there is only space to 
allude ever so briefly to the authors’ contributions. 
Readers might well supplement their study of 
Galassi’s interesting essay with Carlo Masin1i’s 
‘Concern Economics (Economia di Azienda)’, and 
for a fuller discussion of the accounting thought of 
Gino Zappa, the founder of ‘concern economics’, 
they might see Galassi’s ‘Capital-Income Re- 
lations, A Critical Analysis.’* 

The essay on the Netherlands ts the most bal- 
anced and, in my view, the best of the country 
studies. Jan Klaassen and Hein Schreuder do a 
splendid job of sketching the institutional setting, 





"Both of these papers appear in the English-language 
work, Gino Zappa, Founder of Concern Economics (Bologna: 
Accademia Italiana di Economia Aziendale, 1980). 
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reviewing the main lines of scholarly research in 
accounting, and identifying factors that explain the 
Dutch research tradition in accounting. Their ob- 
jective analysis of Limperg’s accounting theory, 
and of the principal criticisms of his work, is 
especially well done. 

Anthony Hopwood and Michael Bromwich, in 
the longest of the country studies, display a for- 
midable command of the large and diverse UK 
literature. In their commentary, one senses the 
dynamics of a literature in evolution: they suggest 
the origins of research interests, trace the historical 
line, review the recent innovations in method and 
methodology, summarise the pertinent findings, 
place the trends in thoughtful perspective, and link 
the developments in UK accounting research with 
those in other countries and other disciplines. A 
lengthy discussion of the important UK con- 
tribution to management accounting research in an 
organisational context is used to make some good 
points about the research agenda. Theirs is an 
admirable critical analysis of the UK research 
literature. If only the authors would not have 
thought it necessary to remind the reader through- 
out the essay that the UK does indeed have an 
accounting research community! 

The Finnish contribution, written by Kari 
Lukka, Reino Majala, Antti Paasio and Pekka 
Pihlanto, all of the Turku School of Economics, 
focuses mainly on recent doctoral dissertation re- 
search but also attends to a wide range of other 
research. The authors review the historical evo- 
lution of the Finnish literature and develop a 
methodological framework for classifying recent 
research. A nice touch at the conclusion is a 
retrospect and prospect of research under way at 
each of the seven major Finnish research centers. 

In his paper on Scandinavia, Lars Ostman dis- 
cusses the contributions of a broad range of re- 
searchers, including those working on abstract 
questions and others on more practically oriented 
problems. Schools of thought are suggested. Yet 
there is little speculation about the sources of 
explanation of the observed patterns of research. 
How did the work of the 1970s differ from that in 
earlier decades, and why? What has been the 
influence of the legal framework, the organised 
profession, and the role of universities on the 
national research agendas? These are, to be sure, 
difficult questions to address, but a curiosity about 
the answers moves us closer to an understanding of 
national (and regional) research cultures. 

Three essays are devoted to accounting research 
in Germany. In their paper on empirical research 
in financial accounting, Adolf Coenenberg, Peter 
Möller and Franz Schmidt contribute a compre- 
hensive and well-organised commentary on recent 
work. Of particular value is their interpolation of 
institutional explanations when summarising the 
findings in each category of empirical research. 
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Erich Dörner and Josef Kloock’s ‘A Survey of 
Management Accounting Research from a Ger- 
man View’ is the most’ difficult of the country 
studies to follow. It seems to have been written first 
in German and then translated into English. Fur- 
thermore, while it refers to the writings of many 
researchers, the theoretical framework in which the 
research results are presented is heavily influenced 
by the work of the two authors themselves. It is a 
highly particularised framework, and I doubt that 
one can gain a full appreciation of the work being 
reported without having first studied the founda- 
tion writings of Dörner and Kloock. In ‘Financial 
Accounting Research in Germany: Some Socio- 
economic Determinants’, Walther Busse von Colbe 
pronounces upon a number of matters of fact and 
opinion in relation to trends in German accounting 
research. His views are provocative, and I would 
like to have seen his short essay expanded’ to 
permit an elaboration of the bases of his reasoning. 

The ten country studies are, on the whole, very 
well done, especially as a first effort to delineate 
cultural differences. The authors’ lengthy bibli- 
ographies and their characterisation of the major 
accounting research journals and professional and 
regulatory bodies will be useful in themselves. The 
obvious country omissions, which the editors ac- 
knowledge in their perceptive introduction to the 
volume, are Belgium and those of Eastern Europe. 

The final three essays perform a very different 
role than the country studies, and almost seem out 
of place. Yet they deal with important contextual 
issues that cannot be ignored when comparing 
research across cultures. Hein Schreuder, in a 
comparative analysis of the ‘positive’ and ‘nor- 
mative’ theories found in accounting research, 
demonstrates the centrality of value judgments in 
theory development. It is a nicely argued piece, in 
a style approximating a dialectic. In their essay on 
research in management accounting, Jeremy Dent, 
Mahmoud Ezzamel and Michael Bourn lament the 
misinterpretation of practical problems by aca- 
demic researchers who emphasise elegance over 
reality. Their message applies more to North 
American than to European research. In the final 
essay, Jules W. Muis discusses the mutual de- 
pendence of academics and practitioners. A part- 
ner in a major Dutch accounting firm, Muis argues 
that the paradoxes found in the world of practice 
cannot be explained by the logic of a single theory; 
hence, a portfolio of academic-deductive and 
practitioner-inductive approaches should be used 
in any research programme directed at financial 
reporting, especially when more than one culture is 
involved. 

I recommend this collection highly to all who 
aspire to a better understanding of the interplay of 
accounting and culture. 


Rice University Stephen A. Zeff 
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The Evolution of Behavioral Accounting Research: 
An Overview. Robert H. Ashton (ed.). Garland 
Publishing Inc., 1984. 121 pp. US$20. 


This book appears as a volume in the Garland 
series on ‘Accounting History and the Devel- 
opment of a Profession’. In his introduction, the 
editor, Robert H. Ashton, explains that he has 
attempted to include a number of writings which 
have been influential in the development of behav- 
ioural accounting research, while some of them are 
not very well-known or widely distributed. 

The principal item (40 pages) reproduced in 
this booklet is the classic monograph “The Impact 
of Budgets on People’ by Caris Argyris, published 
in 1952. This study was undertaken under the 
auspices of the Controllersaip Foundation in the 
USA and has been out of print for several years. 
Other selections include the ‘Tentative Statement 
of Cost Concepts Underlying Reports for Manage- 
ment Purposes’ of the AAA Committee on Cost 
Concepts and Standards (1956); a further dis- 
cussion of that report by committee member 
Robert N. Anthony (Accounting Review, April 
1957); a lengthy discussior of the Bruns and De 
Coster anthology of behavioural accounting re- 
search by David O. Green, Nicholas Dopuch and 
Selwyn W. Becker with a reply by William J. Bruns 
and a comment by Jacob C. Birnberg, and, finally, 
an excerpt from Robert H. Ashton’s recent AAA 
research monograph ‘Human Information Pro- 
cessing in Accounting’ which gives a historical 
perspective of behavioural accounting research 
and indicates some more recent developments. 

As will be evident from the above, the orien- 
tation of this volume is ertirely towards the early 
US literature on accounting in its relationship with 
individual human behavicur. Indeed, this is the 
very conceptualisation of “behavioural accounting’ 
as the term has become aczepted in the accounting 
literature. This focus on the individual level of 
analysis contrasts with developments in Europe 
(particularly Scandinavia and the UK) where the 
emphasis has been muruch more on the or- 
ganisational level. Correspondingly, the US litera- 
ture has primarily employed psychological con- 
cepts, theories and irstruments to develop 
“behavioural accounting’, while in Europe account- 
ing researchers have mainly tended to search the 
sociological literature in order to explore the role 
of accounting in the context of organisational 
behaviour. 

The book fulfils its purpose in making 
(re)available a number of early contributions to 
this literature. This is especially the case with 
respect to Argyris’s study. The choice of the other 
articles is perhaps somewhat more debatable. For 
one thing, they are discussions of the state of 
behavioural accounting tesearch in its early years 
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and of its early development. The study by Argyris 
represents the only original research contribution 
to this area. While the early discussions are cer- 
tainly informative of the diverse opinions about 
this field of research in the late 1950s up to the 
early 1970s, the evolution of behavioural account- 
ing research might well have been further illus- 
trated by including representative examples of 
research studies over the years. Furthermore, the 
relevance of some selections is not quite apparent. 
For instance, Robert N. Anthony’s reflections 
on ‘Distinguishing Good from Not-So-Good 
Accounting Research’ are certainly worthwhile to 
read, but he makes only a few passing observations 
on behavioural accounting research. 

For this reviewer, re-reading the pathbreaking 
study by Argyris was the main benefit of the book. 
He describes his research as exploratory; some 
would probably even be inclined to use the word 
‘impressionistic’. Yet, this study formed the seed- 
bed of the burgeoning literature on (participative) 
bugeting from the 1950s onward. It is extremely 
rich in its descriptions of the actual functioning of 
budgets and it provides many insights which have 
inspired later researchers to formulate hypotheses 
in this area. In a way, it vividly illustrates the point 
made by Kaplan, among others, that we have seen 
too few of such studies in the accounting literature 
in recent years. 

This brings me to my last observation. In his 
concluding historical perspective, Ashton correctly 
emphasises that subsequent researchers have relied 
more heavily on well developed theoretical frame- 
works to alleviate the earlier lack of quality control 
in this research. The earlier ‘devotion to external 
validity’ (p. 119) gave way to an overriding concern 
for internal validity. What is not noted in that 
overview, however, is that this shift has also re- 
sulted in a restriction of the domain of inquiry to 
only those problems which are amenable to ‘rig- 
orous analysis’ on the basis of these frameworks. 
We have seen a lot of research on relatively few 
problems in the 1970s and early 1980s. In addition, 
we have not seen a wide array of different choices 
in the trade-off between internal and external 
validity. One would hope that the accounting 
literature will become richer in these respects in the 
late 1980s and onwards. 

In conclusion, this book may be warmly rec- 
ommended to all those who are interested in the 
early developments of behavioural accounting re- 
search. Its historical perspective provides a number 
of insights into the emergence of this relatively new 
strand of accounting research and many points of 
comparison with the current state of the art in this 
field. 


University of Limburg Hein Schreuder 


338 


Contemporary Issues in Accounting. The Deloitte 
Haskins and Sells Distinguished Lectures. Pitman 
‘in association with Farringdon Publishing, 1984. 
152pp. 


IfI had wanted to produce a comprehensive and 
up to date review of contemporary issues in ac- 
counting I would not have started with ageing, all 
male establishment figures of the accountancy 
profession—the young Turks of yesteryear. Nor 
would J have confined myself almost entirely to 
financial reporting by businesses. Even profes- 
sional accountants recognise that yields from their 
traditional milch cows are declining and they are 
rapidly moving into consultancy, computing and 
the public sector. Academic accountants would 
include management accounting and business 
finance (and much more!) in any examination of 
contemporary issues in accounting. The title is 
therefore misleading. Jack Shaw has provided a 
brief introduction and Winifred Elhot has edited 
the individual texts. But no one has edited the 
book as a whole. It is no more than a collection of 
nine papers given by ‘distinguished’ lecturers at 
Cardiff, Edinburgh, Aberystwyth and Birming- 
ham. Jack Shaw explains that these ‘give the 
profession the opportunity to inform the public of 
the approach it has adopted’, which helps to 
explain the narrowness and lack of originality. 

Richards, a senior partner with Deloittes, takes 
the ambitious subject ‘The future of the pro- 
fession’. He seems mainly concerned with de- 
fending the profession from criticism ‘...and, more 
fundamentally, from government intervention’. 
His recommendations are for more of the same: 
ethics; quality of professional work; standards; 
sanctions for unsatisfactory members; and inter- 
national standards. Custis, a former ICAEW 
Council member, offers a rather rambling resumé 
with fine rallying cries such as ‘Progress will con- 
tinue to be achieved by resolutely moving forward, 
step by step, after full discussion and consultation’. 
But substance is lacking and it is hard to see why 
his contribution is entitled ‘Reporting corporate 
performance—for what purpose?’ 

Edey reviews recent developments in accounting 
(and even refers briefly to planning and control 
information for internal management purposes) 
stressing the importance of economics as basic to 
accounting. His paper is entitled “The logic of 
financial accounting’ and the emphasis is on econ- 
omic logic, economic realism, and the role of 
accounting in making economic decisions. The 
emphasis on economics is not surprising from a 
professor from the London School of Economics, 
and such influence on the development of both 
academic and professional accounting in recent 
years has been marked. But J suspect that econo- 
mists’ influence is waning, and we look in vain to 
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economic gurus for our salvation. The American 
Professor Mautz looks to the younger generation 
for salvation—the many young people of calibre 
entering the accountancy profession, including his 
own two sons! He discusses recent trends and 
problems: increasing litigation; computerisation; 
inflation; alienation of accounting academics from 
the profession (The Accounting Review ‘is now 
written in a foreign language’, p. 47); and the 1977 
attack from Washington by a Congressional sub- 
committee. His analysis is refreshing, but his rem- 
edies are familiar and defensive of the profession. 

Whittington offers us ‘all the answers’ to 
inflation accounting in the sense that he examines 
the main solutions to the problem that have been 
put forward. He applies them to a neat example of 
Fred selling pineapples, and illustrates the various 
versions of profit. His object is to point out that 
profit measurement is more complex than is popu- 
larly supposed, that the problem is not amenable 
to simplistic solutions and (inevitably!) that more 
research is needed. Volten, from the Dutch ac- 
countancy profession, prefers to illustrate his 
points with a caterpillar rather than pineapples. 
The accountancy profession has certainly 
progressed (and Dutch platitudes are much like 
British). But the caterpillar is trying to climb up 
an elastic string which stretches faster than it can 
climb. So is there a real advance? Volten offers 
some stimulating, amusing and wide ranging com- 
ments and criticism. In particular he recommends 
that preparers and users should be on an equal 
footing in formulating accounting standards (as in 
the Netherlands). 

Carsberg provides us with a defence of the 
American attempts to produce a conceptual 
framework—albeit only as a framework for re- 
search. He was then the newly appointed ICAEW 
Director of Research and hoped to start work on 
a conceptual framework for Britain. Perhaps we 
have all moved on since then. Watts offers a 
worthy defence of the ASC. He seems to believe in 
openness, the public interest and meaningful 
accounting standards that are actually enforced. 
Regrettably it'is the ASC that has moved on since 
he was chairman. | 

Sometimes Chambers appears to have only one 
string to his bow, but the tunes it plays are varied. 
His paper on accounting as ‘One of the finest 
inventions of the human spirit was given in Edin- 
burgh, which, to an Australian, may be close 
enough to Dundee to justify beginning with a 
synopsis in verse after the style of McGonagall. 
He makes lively and entertaining attacks on the 
contradictions in conventional accounting; seeks 
to eliminate the ‘mystical devotion to details in 
isolation ... beclouded by a cluster of eliminable 
arithmetical, syntactical and logical aberrations’ 
(p. 150) and advocates accounting as a conspectus 
of business affairs. His solutions to the problems 
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are not specified here, but the gospel according to 
Chambers is widely available elsewhere. 

This is a fine looking volume emblazoned with 
Deloittes’ name and enhanced with the names of 
distinguished contributors. It may prove that all 
publicity is good publicity—unless you expect to be 
enlightened on contemporary issues in accounting. 


The Queen’s University of Eelfast R. W. Perks 


Contemporary Accounting Thought, M. J. R. 
Gaffixin, editor. Prentice-Eall of Australia, 1984. 
346 pp. A$35. 


“There are two major reasons for the existence of 
this book’, says the editor in his introduction: 
‘Firs:, it is intended to serve as a mark of respect 
te a great accounting scholar and, secondly, to 
present a collection of essays on a variety of 
subjects sufficient to serve as representative of 
current accounting thought’. The accounting 
scholar who is honourec in this Festschrift is 
Raymond J. Chambers, wio adorned the Univer- 
sity of Sydney for many years until his recent 
retirement. All of the 14 contributors have been 
associated with Chambers in some way, either as 
students or colleagues or both. All are academics. 
Two of them now teach in the United Kingdom, 
one in the United States and one in Japan. The 
other ten all teach in Australia, half of them at the 
University of Sydney. Two are lawyers. Naturally 
there is nothing by Chambers himself in the 
volume, but many of the p:eces——-not all—touch on 
. his work either directly o7 tangentially. 

The editor of a Festschrift faces a problem that 
journal editors do not faze. Once an author has 
agreed to contribute an article, the editor more or 
less has to take what he gets. There is generally no 
review process, and there is no one that the editor 
can hide behind, especially a sole editor, like the 
present one. So rejection is only possible in extreme 
cases. One suspects that there were one or two 
items in this collection that the editor would have 
been glad to leave out. But by and large, though 
the quality of the contnbutions is uneven, the 
average quality is commendably high. 

The 14 contributions gre divided into five sec- 
tions, covering foundations of accounting theory, 
problems in financial acccunting theory, influences 
of economic and finance theories, cost and man- 
agement accounting and a final section entitled 
‘The Researcher, Professional Regulation and 
the Law’. One can sympathise with the editor’s 
point that classification is difficult, and little would 
have been lost by avoiding the problem. Whether 
his claim that the colleczion is ‘representative of 
‘current accounting thought’ can be sustained is 
debatable. Certainly mary of the main themes are 
represented—the nature of accounting theory, 
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standards setting, international accounting, ac- 
counting for changing prices, funds flows, the 
efficient market hypothesis, auditors’ reponsibili- 
ties and cost allocation. But there are significant 
gaps. One has no right to complain if the coverage 
in a Festschrift is not comprehensive, unless, as in 
this case, the claim made for it seems somewhat 
excessive. 

It is impossible, in a short review, to do justice 
to every one of the 14 contributions, so a critic 
has to be selective. To start with the editor’s 
contribution, Gaffikin has a paper on ‘Scientific 
Theory Contribution in Accounting’ that arrives at 
a predictably gloomy conclusion that ‘accounting 
researchers have based their work on a defective 
fundamental framework. It is for this reason that 
there has been very. little intellectual progress 
within the discipline. Although we have become 
more quantitatively sophisticated, we are no closer 
to an understanding of theory than we were fifty 
years ago’. As a way out of the maze, Gaffikin 
espouses the view that ‘faced with alternative 
theories, the most rational course of action would 
be to select that which best solves problems facing 
the discipline’. 

It would be difficult to dissent from such a 
position. The problem, of course, is to get agree- 
ment on what course of action best meets that 
criterion. How far apart we still are on that point 
is demonstrated by Gaffikin’s assertion that 
‘CoCoA provides a highly satisfactory, internally 
consistent solution to the problem of depreciation. 
A replacement cost system complicates it. One 
wonders how many accounting scholars outside 
the University of Sydney would agree with that 
statement. 

Peter Standish takes a sceptical position in his 
interesting paper on “The Rationale for Account- 
ing Standards Setting’. Standards, he thinks, may 
be helpful if they reduce ‘random variation in 
financial reporting which is irrelevant for risk 
assessment’. They are not helpful if they suppress 
‘information which would otherwise reflect impor- 
tant characteristics of a given company’. But is this 
really a problem? I have yet to hear of a standard 
that suppresses information that would otherwise 
be made available. Disclosure standards are gener- 
ally minima. If an enterprise thinks there is further 
relevant information to be disclosed, there is noth- 
ing to stop it from disclosing it. And there is always 
an escape hatch from standards that do not fit a 
particular case. 

Sidney Gray’s paper on international accounting 
standards is one of the most readable and informa- 
tive pieces in the collection. Gray sees multi- 
national corporations and the need for greater 
control over them as being the crux of the drive 
to develop international standards of financial 
reporting. But with the multiplicity of competing 
interests—corporations, nations, regions, capital 
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vs. labour, international vs national auditing firms, 
and a variety of international organisations 
involved—it is not surprising that progress is slow. 

The most contentious essay in this volume is 
Frank Clarke’s ‘Price Variation Accounting: The 
Insouciance of Professional Prescription’. It is 
marred by its querulous tone, but as a member of 
the ‘LSE triumvirate’ to whom Clarke refers with 
what I take to be disapprobation, I shall tread 
carefully. As a CoCoA addict Clarke has little love 
for ‘value to the owner’, which he seems to be 
unable to see as a unified basis of accounting 
measurement with all the strengths of CoCoA and 
none of its weaknesses. Nor is he prepared to 
distinguish between our intellectual debt to men 
like Bonbright and Hicks and reliance on their 
authority. Does the appeal of CoCoA, for those 
who like it, derive only from the authority of 
Chambers? 

I must pass quickly over the two papers on funds 
statements, though Robert Walker’s empirical 
finding that the inclusion of a funds statement in 
a set of financial reports did not materially assist 
readers of these reports to interpret them is of some 
importance to a body like the FASB, which is just 
embarking on a funds flow project. In his paper on 
capital market efficiency, George Foster may have 
tried to do too much in the space allowed him. 
He is concerned with evidence on anomalies that 
cast doubt on the efficient market hypothesis, an 
important topic. But I found the paper, with its 
many citations, difficult to read and its negative 
conclusions hard to assess. Allen Craswell’s paper 
on the information content of qualified audit 
reports 1s much easier to read but also arrives at 
a negative conclusion. In Australia, at least, the 
growing number of audit qualifications in recent 
years, many of them merely technical and based on 
a company’s failure to follow an official standard, 
has caused qualifications to lose their credibility 
and therefore their information value. 

Michael Bromwich’s theoretical paper on wealth 
and income measurement reaches the conclusion 
that ‘a measure of realizable or liquidation 
wealth ... seems to be the only defensible item of 
utility-free accounting information available in a 
setting of uncertainty and market failure...’, and 
he sees this as providing some support for CoCoA. 
I see it rather as a rejection of the need for any 
accounting at all. Making an inventory of realis- 
able wealth doesn’t call for double-entry book- 
keeping, or any other kind of book-keeping, for 
that matter. 

I have been able to comment here on only eight 
of the 14 contributions. My neglect of the others 
must not be taken as a judgement of their value. 
Murray Wells on ‘Cost Allocations—An Aborted 
Revolution’ is commendably brief and to the 
point. Some of the other papers are of less interest 
outside Australia. But, taken as a whole, Ray 
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Chambers might well feel proud of the fruits of 
their labours that his disciples here lay at his feet. 
The Wharton School David Solomons 
University of Pennsylvania 


Research Conference October 1983: Discussion Pa- 
pers and Commentaries. The Institute of Chartered 
Accountants of Scotland. 1984. ix + 135 pp. £4.75. 


In his foreword to this volume, Professor Flint 
points out that the accounting profession has ‘a 
continuing interest in the results of relevant re- 
search and enquiry and in the contribution of new 
knowledge in any field which has a bearing on [its] 
work’ (p. v). The volume reproduces discussion 
papers and commentaries delivered at a conference 
organised to bring to the attention of practitioners 
‘information on some...current research issues’ 
(p. v). A cynical practitioner might point to the 
slippage here between research results and research 
issues; the latter can easily come to mean the 
results we hope to get soon and why we have not 
got them yet. Vital as it is for researchers to discuss 
research issues, they are likely to be of less direct 
relevance to practitioners than concrete results. 

In fact, of the six discussion papers included in 
the volume (excluding Professor Lee’s summary of 
the proceedings), two are devoted not to substan- 
tive research at all, but to the relationship between 
research and practice in general. Both papers make 
several interesting points and Professor Shaw 
bravely quotes an explicitly Marxist textbook— 
though not one devoted to accounting—in support 
of the view that theory is a precondition to action 
as well as a means of reflecting on events. 

Two further papers are devoted to issues to the 
exclusion of results. Lowden discusses reporting 
requirements for small companies and Gillespie 
examines research in the public sector. In relation 
to the assessment of ‘needs’ in the public sector, 
Gillespie concludes that ‘the scope for research 
here seems limitless’ (p. 111). Whilst researchers 
might consider this a satisfactory state of affairs, 
practitioners would be likely to take a rather 
different view. 

Only two papers, then, discuss results. Professor 
Keane examines the absence of any apparent effect 
on security prices of changes in the content of 
external financial reports and provides a careful 
analysis of what this implies—and, perhaps more 
importantly, what it does not imply—for account- 
ing policy regulation. The discussion of this paper 
provided by a practitioner occupies a little over a 
page. It treats the nil price effect as Keane’s 
conclusion when in fact it was his starting point 
and ignores his analysis. The discussant suggests 
that additional information ‘may be able to be 
used to increase the value of the existing account- 
ing information, even though its addition by itself 
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has no discernible effect on share prices’ (p. 53). No 
explanation is offered as to why, under the circum- 
stances, the new disclosure would leave share 
prices unaffected. 

The remaining paper is by Professor McCosh 
and examines research in management accounting 
and financial management. It covers a number of 
areas of direct relevance to practitioners (perhaps, 
though, too many for a single paper) and presents 
interesting results. The discussant, incidentally a 
PhD holder as well as a practitioner, makes a 
useful contribution. This was, for your reviewer, 
much the most successful section of the book. 

Ideally, papers presented at a conference such as 
this one would present research findings which (a) 
directly and unambiguously contradicted the a 
priori prejudices of practit:oners and (b) could be 
directly translated into demonstrable im- 
provements in practice. Assessed by this standard 
the majority of papers in tne volume under review 
are disappointing—which is not to suggest that 
your reviewer thinks the task he has described is an 
easy one. Perhaps the conference needs to be 
established on an annual basis; it might then evolve 
into an extremely useful ex2rcise in communication 
between academia and the profession. 


University of Kent B. A. Rutherford 


at Canterbury 


R. R. Sterling and K. W. Lemke (Eds), Maintenance 
of Capital: Financial versus Physical. Scholars 
Book Company, 1982. xviii + 323 pp. 


The accounting publications of the Scholars Book 
Co. (Editor: R. R. Sterling) has produced a very 
handsomely bound volume as a souvenir of a 
symposium at the University of Alberta in August 
1981 convened by Sterling. The symposium ap- 
peared to share many of the characteristics of a 
title fight staged after a banquet by some select 
gentlemen’s sporting club. Fifteen sponsors are 
thanked for financial stpport, only fifty guests 
attend the event and their names are all in the 
souvenir programme. 

The main bout of the evening for the a priori 
championship of the world was to have been 
physical capital versus financial capital. This was 
to have been a tag contest with four contestants— 
one supporting and one criticising both physical 
and financial capital. Tke supporting bouts were 
an examination of the institutional positions in 
Australia (Ma), Canada (Skinner), UK (Lee) and 
the US (Livingstone and Weil), with a synthesis 
paper (Lemke). Unfortuaately there were a num- 
ber of changes between the conception and the 
execution, the most important being that the 
author of the paper critiquing financial capital was 
out of training and unable to complete his paper 
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due to the press of other business. On my card it 
was a walk-over victory for financial capital. 

The first paper by Sterling on the limitations of 
physical capital explains that the notion is not a 
generally applicable basis of accounting. Using 
simple numerical illustrations he argues that there 
is no meaning to physically maintained capital 
unless firms replace physical units with identical 
physical units. Where a firm changes its product 
line from say mini-skirts to maxi-skirts, a change 
in well-offness measured in obsolete physical units 
is also obsolete. He believes that when prices 
decline giving total losses which are reported as 
operating profits with negative holding gains, such 
reports will be viewed as absurd. Physical capital 
maintenance is inapplicable to trading or dealing 
firms which buy and sell in the same market since 
they will always report zero profit on exchanges 
because the selling price will always equal the 
current cost of identical units. For companies 
holding monetary assets, and for multi-product 
firms, Sterling identifies other absurdities. In much 
of this analysis his targets are myths, which do not 
occupy the world of evidence, and rarely draw their 
support from identified authors. However, the 
second part of Sterling’s essay is directed at ex- 
posing the unsubstantiated case for linking re- 
placement costs with forecasted cash flows 
identified with Revsine. In reply Revsine concedes 
much: l 


Although I have devoted much attention to the 
prediction of current cost income from con- 
tinuing operations, my objective was to outline 
the requisite conditions, rather than serve as an 
advocate (see, for example, Revsine, 1973, p. 
xiii), pp. 126-129 and p. 169). 


Carsberg also has a nice little essay in this main 
section of the book on ‘the case for financial 
capital maintenance’. Since there was no advocate 
hired to give the case against financial capital 
maintenance, Carsberg makes the points of a priori 
conventional wisdom uncontroversially. Part One 
of the book concludes with papers by two dis- 
cussants. The first by Milburn points to the im- 
portance of expectations to income definition. The 
second paper by Butterworth is the most insightful 
essay in the collection. Agency theory, he argues, 
sees income as serving ex post contractual ends, as 
part of the rules for sharing cash between the 
various holders of financial interests. From this 
perspective the analytical quagmire into which’ 
income theorists have stumbled is seen to be based 
on a number of fallacies. The first arises from the 
failure to recognise that the notion of well-offness 
is a personal judgement. It is part of the be- 
witchment of language to attempt to transfer the 
property of well-offness to a collective such as a 
firm. The second fallacy is that the current values 
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of capital assets are linked in some way to the 
present value of future cash flows. The correlation 
of capital asset values with cash flows he argues is 
indefensible. The third fallacy of conventional 
analysis is in identifying the purposes of income 
measurement with decision making, rather than 
with sharing arrangements. The robustness of But- 
terworth’s critique and the clarity with which he 
identifies the methodological inadequacies of the 
income theorists isolate the paper from the rest of 
the contributions. It is a reflection of the a prior- 
ists’ mediaeval neglect of empirical grounding that 
such a fundamental attack on their basic assump- 
tions can be sustained with such ease. 

The second part of the book in four papers talks 
about inflation accounting in the USA and the old 
Commonwealth as it was in June 1981. Lemke 
presents a review of the symposium as the last 
paper. The precise details of the institutional posi- 
tions with the Canadian ED, the UK SSAP 16, the 
Australian Omnibus Exposure Draft and the US 
SFAS 33 at that time are of less enduring interest 
than the obiter dicta of the presenters. Lee in 
particular in describing and commenting on the 
UK experience paints the picture of the accounting 
establishment blundering on in the absence of 
evidence, analysis or explanation to produce a 
manifestly inadequate standard as an attempt at 
some political compromise. The a priorists, and 
their myths, which Butterworth so roundly attacks, 
seem entirely suited to be the lackeys and running 
dogs of such an accounting establishment. Lee 
concludes his essay wondering whose interest 1s 
served by obfuscation and confusion about the 
disclosure of corporate financial statistics: “Why 
has a simple and useful concept of cash flow been 
consistently ignored, and yet a complex and ques- 
tionable concept of physical capital consistently 
pursued? Why indeed? 


University of Lancaster Anthony Steele 


Dictionary of Business Biography, Volume 1. David 
J. Jeremy (ed.), Butterworths, 1984. xxxi + 878 pp. 
£65. 


How can a brief review do justice to this work? It 
is monumental both in size and achievement. It 
provides biographical pieces on businessmen 
identified as business leaders between 1860 and 
1980, and it could be argued that this covers the 
period of the rise and fall of UK business achieve- 
ment. This volume covers business leaders from A 
to C inclusive, and will give the reader some idea 
of the enormity of the task set out by the editor. 
However, merely from this volume, there is ample 
evidence of its success. 

The biography enables the business historian to 
obtain an understanding of the men who 
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significantly influenced successful and unsuccessful 
business entities. It provides reasons for the 
achievements of businesses which are usually ex- 
pressed in the cold and harsh statistics of business 
researchers. And, it is a curious comfort to know 
that the business leaders were not all paragons of 
virtue nor were they all successful. 

The most significant features of the book are as 
follows: 


l. The importance of the entrepreneur in devel- 
oping a good business idea, and the intuitive 
nature of business management as expressed by 
these men. The idea of trained corporate execu- 
tives is very remote from the descriptions of 
these business leaders. 

2. The total dominance of men—no women fea- 
ture in the book and, given so many biograph- 
ies, it is surprising to find this so. Let us hope 
the 1980s and 1990s change this dismal picture. 

3. Only five accountants feature in the book. Was 
their leadership quality so poor as to warrant 
this? Or does professional and industrial ac- 
countancy not count as business leadership in 
the minds of business historians? Sad if it does 
not. (Given the lack of a contents page or 
index—-a serious flaw—lI leave the reader to try 
and spot the five accountants.) 

4. The great importance of the business leader in 
the social as well as economic community, and 
the interest of so many leaders in education. 
Indeed, many were scholarly men who con- 
tributed much in terms of their publications. 
How literate is the modern executive or is his 
excuse the tiresome one of lack of time? Most 
of these leaders of the past led from the front— 
in terms of speech, writing and deed. 

5. Many of these leaders experienced failure as. 
well as success. It is interesting to speculate on 
the advantages of this balance. 


Books such as this are usually used as references 
for researchers. Nevertheless, I found enjoyment in 
dipping into it as bed-time reading, and that is as 
much a tribute to the writers and editor as any- 
thing else. 


University of Edinburgh Tom Lee 


The Economist Pocket Accountant Christopher 
Nobes. Basil Blackwell and The Economist, 1984. 
x + 171pp. £12.50. 


The blurb on the dust-jacket says that this is a 
readable book; but it is not in fact designed to be 
read through—not even by a reviewer. It takes the 
form of a mini-encyclopaedia of entries in alpha- 
betical order, from ‘above the line’ and ‘absorption 
costing’ to ‘zero-base budgeting’ and ‘Z-score’. 
While it is primarily concerned with British 
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financial accounting to-day. it includes also US 
terminology, some wider international com- 
parisons, some historical material, and some en- 
tries relating to taxation, finance and management 
accounting. The question that springs to mind is 
whether the author is courazeous or foolhardy to 
attempt all this in 168 pages. 

I resolved not to take the apparently easy option 
of criticising the inadequate treatment of complex 
issues in entries few of which are longer than one 
page and none longer than two, and of picking up 
minor errors from the pletkora of facts included. 
But in fact I found little scope for identifying 
points at which the extreme sompression has made 
an entry misleading or ridiculous. And the only 
factual error I spotted was. the assertion, under 
‘Books’ that ‘UK company law requires “proper 
books of account” to be kept’. (The requirement 
was changed to ‘accounting records’ by the Com- 
panies Act 1976.) 

The real temptation for the reviewer is rather to 
quote some of the author's eminently quotable 
sentences, such as ‘Accounting is no confused 
parvenu like economics, nor ramshackle “ass” like 
the law’; ‘perhaps the paucizy of German account- 
ants explains their country’s ‘economic miracle’’’; 
‘Directives are compromises between the wishes of 
different member states, ...so that there is an 
equalization of misery throughout the EEC! 

This book does very well what it sets out to do. 
But, as the author says in the “Conceptual Frame- 
work’ entry: ‘one should find out who uses the 
information and what they want or are likely to 
understand.’ It is not clear for what group of 
readers a book of this type is suitable. It is designed 
so that those who need to Ibok up the meaning of 
‘balance sheet’ and ‘historical cost accounting’ can 
do so. By an extensive system of cross-referencing, 
they may eventually get some picture of the basic 
framework of conventional accounting. But this 
seems to be a much less effcient way of acquiring 
this foundation than by reading a brief text in some 
intellectual rather than alphabetical order. The 
author does suggest 15 entries as a beginning for 
‘those unfamiliar with accounting’; but these are 
themselves listed in alphabetical order (ending with 
‘profit and loss account’) and the choice of entries 
for the list is open to question; for example, why 
is ‘true and fair view’ not included? 

The problem which would arise if the en- 
cyclopaedia was pitched az any higher level than 
absolute beginner is that some level of previous 
knowledge would have to te assumed. It would be 
a worthwhile use of some cf the available pages to 
start with a section of contmuous text on the basic 
framework, together with due notice that the rest 
of the volume would assume familiarity with this 
material. The elements of this framework are so 
interdependent and so much a prerequisite for 
understanding other entries that it is misleading to 
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encourage readers to enter the mysteries of ac- 
counting at any other point. 

This ‘pocket’ book will not fit into any of my 
pockets except that of the anorak I use for gar- 
dening in winter. Perhaps the book is meant for 
gamekeepers—and poachers. 


University of Kent at Canterbury Peter Bird 


Macmillan Dictionary of Accounting. R. H. Parker, 
Macmillan, 1984. xi+ 185 pp. £20 HB, £8.95 PB. 


The discipline of accounting grows increasingly 
complex and, as it is as much a language as any- 
thing else, it is not surprising to find a dictionary 
on the subject being produced. Written by Pro- 
fessor Parker, this dictionary is unusual on a num- 
ber of counts—it is aimed mainly at the student 
rather than at the practitioner of accounting (al- 
though the latter will find it useful); it is more a 
series of brief explanations of accounting topics than 
a list of definitions (it therefore includes some very 
relevant introductions to subjects); and the content 
is much wider than pure accounting (including, for 
example, items in finance, tax, law, statistics and 
operations research). The style is good; and the 
entries are readable. There are, however, some 
comments to be made—not so much as criticisms 
but more as aids to future editions. They are given 
in no particular order of importance. 


1. There are debatable, some would say, con- 
troversial items—for example, the lumping 
together of accounting assumptions, axioms, 
concepts, conventions, postulates and prin- 
ciples as ‘near synonymous terms’. In the 
reviewer’s mind, this is not the case, and each 
deserves to be treated separately. That they are 
not merely perpetuates the current confusion 
in accounting and auditing theories. Other 
debatable items include the entry for the 
‘allocation problem’. Surely there should have 
been one for accounting allocations? In addi- 
tion, it could be argued that allocations are not 
problems. 

2. The inclusion of named individuals is bound to 
evoke argument, particularly when the entries 
are few. The reviewer is sceptical of the long- 
term contributions of writers such as De Paula 
and Fitzgerald, and puzzled by the exclusion 
of contemporary theorists who have a con- 
siderable influence on students of accounting. 

3. Coverage of important items in accounting 
theory and practice has been surprisingly 
brief (for example, conservatism), and also 
somewhat ill-balanced (a full page on foreign 
currency translation but only a few words 
on either capital maintenance or inflation 
accounting). 
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4. As US material is included (for example, 
accelerated cost recovery system) it might have 
been more appropriate to include separate 
entries for US terminology commonly met by 
accounting students (for example, receivables 
and payables). 

5. There are some surprising omissions (for ex- 
ample, operating cash flow—a key component 
of cash flow accounting; comprehensibility or 
understandability as a concept of accounting; 
operations research; and a reasonable cover- 
age of key accounting and auditing court 
cases). 

6. Finally, there are included several recent Com- 
mittees (for example, the Meade Committee) 
whose relevance has yet to be assessed. If these 
are included, so too should past Committees 
whose place in the scheme of things can be 
established more readily. 


Certainly every library ought to have this book; so, 
too, should every teacher. Practitioners interested 
in the development of their subject would benefit 
from it on their desks. 


University of Edinburgh T. A. Lee 


The Anatomy of Accounting. A. D. Barton, Univer- 
sity of Queensland Press, 3rd ed. 1984, xv + 775pp. 


The Anatomy of Accounting has been a successful 
book by most standards. It is now in a third edition 
and the second edition (reviewed in Accounting and 
Business Research, Summer 1978) was awarded 
a ‘Citation for Meritorious Contribution to 
Accounting Literature’ by the Australian Society 
of Accountants. 

The popularity of previous editions derived from 
the combination of a strong theoretical framework 
with relevant practical material. This approach 
appealed to both qualified accountants requiring 
updating on the theory underlying their practical 
work and students in the first year and beyond of 
an accounting degree course. 

The new edition was perceived by its author as 
being necessary to incorporate the new thought in 
basic theory that has occurred in the past few 
years: in particular to include the progress that has 
been made in the development of a conceptual 
framework, the statement of the objectives of 
financial reporting and the approach to inflation 
accounting. A number of chapters have been the 
subject of major changes and Part III on alterna- 
tive valuation systems has been completely re- 
written. Further sections have been added on 
accounting for partnerships and groups, financial 
mathematics and managerial cost accounting. In 
order to orientate the book more completely to 
first year students, some of the more advanced 
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aspects of inflation accounting and a chapter on 
linear algebra for computerised accounting have 
been removed. 

The strengths of the second edition are retained 
in the new edition and the amendments have 
undoubtedly improved it as a text for first year 
accounting degree students. Given these changes to 
an edition of such excellent pedigree it seems 
churlish to be critical but the new edition has some 
deficiencies. Certain parts of the book are probably 
beyond first year students. For instance chapter 2 
on accounting methodologies is too complex for so 
early in a. course and Part IH on alternative 
valuation systems remains overdetailed in this con- 
text. Secondly, no consideration is given to the 
impact of information technology upon account- 
ing. At a practical level it would be useful to 
contrast the commendably described manyal 
bookkeeping system with a typical computer pack- 
age. At a theoretical level there could have been 
discussion of event accounting, databases and the 
demise of double entry techniques. Thirdly, the 
management accounting section, although ade- 
quate for first year students, completely omits any 
discussion of investment appraisal even though 
present value accounting is discussed under alter- 
native valuation systems. Finally, the role and 
importance of accounting standards is not covered 
nor is there reference to standards, other than as 
further reading, in any of the subject areas where 
they have been issued. 

Within a UK context the book obviously does 
not cover domestic standards, Companies Act 
requirements or the imputation tax system. There 
are also other unfamiliar features. Double entry 
bookkeeping follows a tabular format rather than 
T accounts, and accounting for bad and doubtful 
debts uses estimated credit losses and estimated 
bad debts accounts. 

In summary, the book is a suitable but not ideal 
introductory course text for UK first year account- 
ing degree students. Perhaps its natural role is as 
recommended reading for these courses on the 
grounds that it provides a strong theoretical back- 
ground often lacking in competing titles, which are 
better tailored to UK needs. 


University of Exeter P. A. Collier 


An Introduction to Accounting. Carrick Martin. 
McGraw-Hill, 1983. x + 650 pp. 


Teachers of introductory accounting on degree 
courses will be interested to know if this text 
compares favourably with those currently avail- 
able, and if it is worthy of adoption in countries 
other than that from which it originates. The 
answer to both questions is, I think, positive. 
Written in Australia by- the above named senior 


AUTUMN 1985 


author, four additional ccntributors (Harrison, 
Hines, McKinnon and Partington) are listed on the 
title page. The nature and extent of their con- 
tributions is not, however, indicated. The or- 
ganisation of the book reflects, perhaps, the oppor- 
tunities offered by this division of labour. There are 
five self-contained sections of different lengths. 

A special effort has been made by the authors to 
ensure that the appreciation of issues relating to 
the theories, concepts and principles of accounting 
should not be dulled by the simultaneous expla- 
nation and illustration of the fundamentals of data 
handling, without which n> beginners’ course in 
accounting would be compkte. Accordingly, these 
twins are treated separately. The task of deciding 
at the university level on the balance between data 
handling and considering tie concepts which sup- 
port these procedures is not easy. The manner 
in which this balance has been struck, and the 
quality of the exposition, make this book worthy 
of serious consideration. 

The five sections of the took cover, A: the basic 
framework (ten chapters): B: financial manage- 
ment (two chapters); C: valuation and profit mea- 
surement (seven chapters); D: data processing sys- 
tems (three chapters); and E: accounting for 
management decisions (five chapters). The authors 
suggest the sequence A, D/E, B and C/E. Compre- 
hensive sets of questions are provided at the end of 
each chapter. 

The strengths of this book lie in the chapters 
which deal with the nature of the concepts and 
principles of accounting. In Section A, chapters 5 
and 6 are good; they outline a theoretical back- 
ground for historic cost accounting (HCA) and 
provide a framework for tie preceding and follow- 
ing chapters on data handling. Intelligent use ts 
made throughout of the balance sheet identity 
equation. The linkage between matching, briefly 
described at the end of chapter 6, and accruals, 
introduced at the start of chapter 7, could be 
improved; description of the four fundamental 
accounting concepts (SSAP2, 1971) in chapter 6 
might be desirable. In chapter 1, on external uses 
of accounts, risk (p. 6) is not well defined. Com- 
putation of expected value of a prospect does not 
‘take account of the risk component’. This lack of 
clarity is repeated (p. 11 and p. 378) despite the 
existence of Section B. The notion of variance and 
beta coefficients ought tc be introduced. Chapter 
10, on funds statements, represents an excellent 
and enlightened coverage of this tricky topic. 

In Section B, control aspects of the accounting 
system are introduced ard a chapter on computer 
based systems is includec. An extra section on file 
structures would be bene-icial here to allow greater 
appreciation of the control points which are made. 
Such an important topic also warrants more space 
than the eleven pages at present allocated. 

Section C contains the climax of the book for 
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university work. Chapters on revenue recognition 
and valuation of liabilities in the context of HCA 
offer a comprehensive and balanced treatment 
of these topics. General appraisal of the HCA 
approach is conducted against the framework 
provided by the FASB’s Financial Accounting 
Concepts Statements 1 and 2. The appraisal of 
HCA in chapter 17 contains some of the best 
material in the book; it offers a mature and authori- 
tative critique of that system. Chapters 18 and 19 
contain introductions to current value alternatives. 
These are well explained, though in chapter 19 
illustration of the alternatives, with reference to a 
single set of facts, would have aided comparability. 
The choice of systems illustrated (CoCoA, CPP 
and CCA) reflects Australian bias. Internationally, 
real terms business profit (introduced in chapter 
18) must rank as at least as likely a contender for 
adoption in practice. A final quibble concerns the 
discussion of depreciation (p. 321, chapter 13). 
Focusing on a choice of methods which mirrors the 
pattern of value decline of an asset might be a more 
fruitful tack than the allocation nihilism which 
results from the matching of costs with benefits 
approach which is adopted. 

The authors and publishers of this book deserve 
credit for the clear way in which the material is 
sectionalised and presented. The book is a very 
easy read. Where professional requirements are 
mentioned, these tend to be Australian or Ameri- 
can, though some reference to UK requirements is 
made. Reference to non-UK requirements should 
not detract from its likely usefulness in UK 
courses. While not all of the book might be suitable 
for all introductory courses, most if not all teachers 
and students are likely to benefit from exposure to 
some of its contents. 


University of Bristol John Forker 


Inflation Accounting in Major English-Speaking 
Countries. Patrick R. A. Kirkman, Prentice-Hall 
International, in association with ICAEW, 1985. 
xii + 143 pp. £15.95. 


Ten pence a side seems to be about the going 
rate for research monographs these days. It makes 
them expensive, and gives much point to the 
decision whether to beg, buy or borrow something 
which appears to be of interest. Patrick Kirkman’s 
monograph is a summary work of reference and 
reportage. It should probably best be consulted in 
your institutional library, where it will be .a 
modestly helpful addition; in this reviewer’s opin- 
ion it is likely to have less claim to a place on your 
personal bookshelf. 

The plan of the book is very straightforward. 
After a short introduction there are five chapters, 
each setting out the recent state of play in relation 


346 


to professtonal pronouncements on ‘inflation ac- 
counting’ in one major English-speaking country. 
The countries are the USA, the UK, New Zealand, 
Canada, and Australia. IAS 15, Brazilian legis- 
lation, and the practice of the Dutch group Philips 
are mentioned, but not elaborated on, in the 
Introduction (pp. 6-8). 

The final chapter gives a summary of ‘Simi- 
larities and Differences’. It has one-page comments 
on fourteen items (date of introduction, applica- 
bility, exemptions, objectives, general concepts, 
form of presentation, income/profit statement, de- 
preciation, cost of sales, monetary working capital, 
taxation, gearing (or financing adjustment), pur- 
chasing power loss or gain on monetary items, and 
balance sheet). Each of these is essentially a serial 
country by country encapsulation of the prescribed 
position previously summarised in the earlier chap- 
ters, but omitting Australia “as it now appears 
virtually certain that this document will not be 
issued as a finalised standard’. The material prin- 
cipally covers FAS 33 in the USA; SSAP 16 in the 
UK; CCA | in New Zealand; in Canada, the CICA 
Accounting Standard on Reporting the Effects of 
Changing Prices; and SAP | in Australia. 

There is some mention of ‘future developments’. 
For example (p. 38): ‘It seems probable therefore, 
that in 1985 the USA will fall into line with the 
UK, New Zealand and Canada by restricting 
mainstream inflation accounting disclosure to 
CCA data’. The chapter on the UK concludes by 
noting the issue of ED 35 and briefly stating some 
‘significant changes of emphasis’ which it contains. 

Essentially this is a book of reportage and not of 
commentary. Thus, for example, it notes the div- 
ergent methods of allowing for ‘gearing’ and pur- 
chasing power gains or losses on monetary items, 
but does not attempt to evaluate them, even in the 
last few pages of ‘Analysis and conclusions’ where 
there is some comment. 

Similarly, it notes that the responses of compa- 
nies has been patchy in the extreme, but offers little 
commentary on this. In this context there are 
seemingly different emphases offered by the author 
and the ICAEW’s Director of Research. In his 
foreword Bryan Carsberg writes (p. 1x): 


Kirkman charts the various approaches to solu- 
tions. The diversity of the approaches reminds 
us of the difficulties of the issues. We see 
different balances being struck in the conflicting 
claims of methods dealing with specific price 
changes and general inflation; and we see inge- 
nuity in the hotly disputed area of the treatment 
of monetary items. Most importantly, however, 
we see a widespread recognition that something 
is needed. That recognition is likely to endure. 
Through all the controversy, we see agreement 
that accounting cannot risk failure in dealing 
with the problems, agreement that we cannot 
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rely on permanently low levels of price changes 
and that even relatively low rates of price: 
change may need some reflection in accounting 
reports. 


Kirkman himself writes (pp. xi-xii): 


Progress towards nationally accepted methods 
of inflation accounting has therefore been made, 
although the attitude of major companies to- 
wards the publication of this type of data has 
never been very favourable, and as inflation rates 
have fallen there has been a small but growing 
demand for the withdrawal of accounting stan- 
dards on this subject...it is possible that the 
‘protest movement’ against inflation accounting 
standards could grow to such an extent that 
inflation accounting statements could disappear 
in the latter part of the 1980s. It is considered, 
however, that this is unlikely, although there’is 
little doubt that the protest movement has 
grown significantly in recent years. 


The book is apparently photo-set from a type- 
script. It is clear and legible, and is printed on 
paper of adequate quality, though bound in with 
glue. The index is adequate. 


University of Southampton Michael Bourn 


The Debate on Inflation Accounting. David Tweedie 
and Geoffrey Whittington. Cambridge University 
Press, 1984. xii + 404 pp. £25. 


In a telling passage the Robbins Report reminded 
us that a worthwhile education encourages a 
student to consider not just the way things are, but 
where ideas, practices and institutions have come 
from, how they got to be what they are, and how 
they might develop in the future. 

It is a commonplace observation that account- 
ants are generally rather reluctant to engage in 
such exercises. Even beginning students all too 
often seem preconditioned to expect from their 
studies a set of definitive answers to an exhaustive 
set of definitive questions, which can be mugged up 
for all time. Perhaps accountancy work really is an 
unchanging verity, and lively minds engaging in it 
become confined and dulled. Perhaps the popular 
‘pre-Smirnoff’ image of the accountant as a well- 
paid conformist attracts the kind of person who 
hankers after certainty in an uncertain world. After 
all, Bertrand Russell was not too proud to admit 
in his autobiography that as a young man he was 
attracted to mathematics for precisely this reason. 

But the accounting domain does change. The 
aims shift gradually over time; the boundaries of 
the domain expand in some areas and contract 
in others; the range of feasible techniques grows 
and the range of those practised follows behind 
selectively in a lagged pattern; the organisational 
structure and process of life in the domain alter. 
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There is development. There is no need to go to the 
extremes of the more loony computer yogis, whose 
ideas about introducing change are so naive. Such 
Messiahs seem to be unable <o grasp the fact that 
the capacity for immediate technical changes does 
not necessarily bring about a comparable capacity 
to initiate, endure and complete the complex pro- 
cesses of social change which are usually necessary 
to implement their technical proposals. Account- 
ing in practice is so much a social system that its 
capacity to develop in significant technical ways 
is heavily determined by thz sustainable pace of 
social change. 

Tweedie and Whittingtor have written about 
just these issues. Their book is a history of the 
debate on inflation accounting in the twentieth 
century, a debate which reflects as well as any the 
tortured progress of any attempt to introduce 
radical, perhaps in this case even fundamental, 
technical changes into an area of social life. Even 
when it seems now at last to be widely felt by most 
interested parties that something needs to be done 
to change old ways, there ss still widespread dis- 
agreement on what should be done. Thus, as this 
review was being written, the professional press 
reported the strong views of Graham Corbett, 
senior partner of Peat Mérwick in Europe. He 
lauds CCP as simple, understandable and relevant. 
He describes its ‘defeat? es due to ‘an unholy 
alliance of government, investment and business 
interests’ who ‘conspired to ensure that no such 
relevence would be allowed to be built into the 
information that was made available. CCA and its 
numerous variants have been shown to be virtually 
unworkable and wholly incomprehensible’. Le plus 
ça change... 

Yet, as Tweedie and Whittington show elo- 
quently, even if only in summary form, the com- 
peting systems of inflation accounting have been 
around in their essential “orm for at least sixty 
years. The contributions of Schmidt, Schmalen- 
bach, Canning, Limperg, Sweeney, and Bonbright 
in particular are clearly indicated. Their relation- 
ships to each other are assessed, and their under- 
lying contribution to more recent debates 1s sensi- 
tively shown. 

The bulk of the book (ckapters 3—10) is a critical 
commentary on the debates of the last forty years, 
particularly the last fifteen. and particularly in the 
English-speaking world. There is brief treatment of 
Latin America, but no mention that I could spot 
of Asia, China, Japan, and the USSR (and cer- 
tainly no entry in the index). The last four chapters 
(11-14) discuss ‘causes and consequences’. They 
offer a summary review and analysis of some 
technical matters, and thea offer an interpretation 
-of ‘the factors at work in the inflation accounting 
debate’, culminating in a statement of the authors’ 
‘views on what we see as a future inflation account- 
ing standard’. 
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The technical discussion centres on the parallel 
development of General Price Level and Current 
Cost systems. These are seen as for the most part 
competing alternatives, a competition enshrined in 
the British debate in which the profession proposed 
CPP only to see it rejected by the Sandilands 
Committee, which in turn proposed CCA. The 
debate, or battle, is fully chronicled by Tweedie 
and Whittington, who have not only searched the 
literature thoroughly (although apparently missing 
Kay’s useful review paper in the Economic Journal 
in 1977) but have interviewed some of the pro- 
tagonists and worked on primary sources (such as 
submissions to the ASSC and IASG). 

The authors express clearly from the outset 
their own preference for a combined CPP/CCA 
approach, which they call a Real Terms (RT) 
system. It appears from time to time in one guise 
or another in the ebb and flow of argument and 
counter-argument which the book chronicles. 

What in the authors’ view are ‘the factors at 
work in the debate’? Three are identified. The first 
is the perceived political nature of the accounting 
standard-setting process. The second is the influ- 
ence of what the authors term ‘accidents of history’ 
—inflation rates, requirements for corporate dis- 
closure, pressures for international conformity, 
taxation and rate regulation practices, and so on. 
The third factor is the indissoluble link between the 
generation of ideas by research and their dissemin- 
ation by education; it seems a moot point which of 
these is the worse in accounting generally, but the 
thrust of this book is that in the inflation account- 
ing debate it is education. ‘We have found amongst 
leaders of the profession and setters of standards, 
examples of ignorance which, in most professions, 
would be regarded as appalling’ (p. 318). Strong 
words indeed, but believable. 

The book is the second, and concluding, part of 
the report of Whittington’s work as an SSRC 
Research Fellow. The first part of the report, 
Inflation Accounting: an Introduction to the Debate, 
was warmly received. This book deserves as good 
a reception. The range and depth of coverage are 
both extensive, the reportage is clear and un- 
biased, the evaluative comment is scholarly and 
pointed, and the general standard of writing is 
crisp and lucid. The book is very well produced. 
The pity is that it is priced for the monograph 
market and is well beyond most student pockets, 
because students ought to study it. So should 
any practitioners, whether in industry or the pro- 
fession, who are keen to understand something 
of the nature of accounting in action, let alone 
the specifics of the inflation accounting debate. 
Certainly most readers of ABR will wish to acquire 
their own copy. 


University of Southampton Michael Bourn 
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Accounting in England and Scotland: 1543-1800. 
B. S. Yamey, H. C. Edey and Hugh W. Thomson. 
Garland Publishing, 1982 (reprint). xi+ 228 pp. 
$25. 


The contents of this book, originally published 
by Sweet & Maxwell in 1963, are of importance to 
accounting historians, and should be of interest to 
others. In part I, there are 111 extracts from books 
on accounting written in English up to 1818 (the 
book’s title is slightly modest at this point, though 
generally it sticks to its remit). The extracts are 
arranged by subject matter, and they make fascina- 
ting browsing in a most convenient form for 
non-specialists. The language of the seventeenth 
century with its eccentric spellings and long- 
winded expressions reminds one overwhelmingly 
of modern American usage. Some of the writings 
(e.g. Dafforne of 1660 on p. 54) are somewhat 
more difficult to understand than EEC company 
law Directives in French. Nevertheless, it is reas- 
suring to read in the book’s first extract that 
bookkeeping is ‘so comprehensive and perfect, as 
makes it worthy to be put among the Sciences; and 
to be understood by all Virtuosi’ (p. 5). Fortu- 
nately, there were also more down to earth and 
clear explanations of debits and credits (e.g. by 
Mellis, p. 27), of the origin of the cash account (p. 
64), and even of the double-entry equation (by 
Cronhelm, p. 150). On the other hand, some 
writers were still worried about the credit entry for 
the receipt of a gift (p. 62). 

Some very advanced thinking may be seen in the 
writings of Hamilton: on imputing interest to the 
capital account (p. 87), and on current values 
(p. 123). Yet, others were still putting income and 
repair expenses to asset accounts (p. 111) and 
saying that balance sheets represented ‘worth’ (p. 
118). 

In part IJ there are two essays by Yamey which 
survey books on accounting and the practice of 
accounting. The first is not just a description of the 
works but a detailed investigation of the con- 
nections between them: who plagiarised or 
influenced whom. The publication of books on 
accounting in Scotland began 140 years later than 
in England, but caught up in content spectacularly 
in the works of Hamilton. By the end of the 
eighteenth century there was an ‘English system’ 
which added several subsidiary books to the basic 
Italian method. One of its proponents produced a 
book aided by kind words from Robert Peel and 
the Governor of the Bank of England. However, 
this system subsequently went out of fashion. 

The second essay notes a considerable diversity 
of practices in the eight sets of books of the seven 
businesses that it surveys. Yamey suggests that this 
may well have been sensible for the purposes of the 
individual businesses. Also, the owners were close 
enough to their businesses not to need regular 
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summary statements like balance sheets. The latter 
were merely part of the technique of bookkeeping, 
being drawn up only irregularly. Further, there 
was no precise separation of revenue from capital, 
nor business from personal expenses; and the 
accruals convention was not in normal use. 

The book ends with a bibliography of books in 
English in chronological order up to 1800, includ- 
ing a note of whether the English or Scottish 
Institute Libraries contain them. 

I found this book interesting and enlightening 
and well worth reprinting. I suspect that it would 
prove to be so for many, whether specialists or not. 


University of Strathclyde Christopher Nobes 


Accounting Software: Implementation. J. R. Mace. 
Mace Computer Services, 1984. 195 pp. £15. 


This book, which is based upon successful con- 
sulting projects undertaken by the author, sets out 
to describe the design features appropriate to 
software for a wide range of accounting and 


business applications and to illustrate possible `. 


solutions to problems of implementing software 
design. 

The first chapter sets out the author’s software 
design philosophy. This follows a ‘top down’ ap- 
proach aimed at producing a flexible system capa- 
ble of: 


(i) producing general purpose user-oriented 
financial statements and management accounts, 

(ii) generating special purpose reports as re- 
quired, and 

(ii) adaptation to meet changing circumstances 
and the future needs of users. 


In essence the book describes the imple- 
mentation on current generation microcomputers 
of ‘the purest form of events accounting that 
hardware limitations will allow.’ In a pure events 
accounting system economic events are recorded in 
unaggregated form for an indefinite period. Peri- 
odic balancing and year end procedures are ex- 
cluded except as required within the processes of 
generating reports. While the software outlined 
supports a substantial data base and permits the 
generation of a wide range of reports, the 
configuration specified places definite limits on the 
size of data base which can be on line. Therefore 
regular archiving procedures are necessary and as 
a consequence the proposed system must store 
balance as well as events data thus departing from 
pure events accounting concepts. 

Chapters 2 to 4 concentrate upon the construc- 
tion and management of the data base covering the 
standardisation of file structures and processing 
functions. The difficult problem of standardising 
the operation of the data base processing system is 
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achieved through the use of two parameter files. 
Keyboard input guides software to a common 
parameter file, which in turn links with a second 
file containing detailed specifications of the target 
file records. The system can deal with up to 3,150 
transaction records, each of 5] characters. A trans- 
action record contains thirteen fields and therefore 
extensive use is made of coded references to further 
details (e.g. names and addresses) held elsewhere 
on the data base. Transaction entry is simplified by 
a menu system covering twenty different trans- 
action types. 

The remaining chapters of the book deal with 
the creation and maintenance of personal ledgers, 
invoicing, stock control, cheque writing, cost cen- 
tre analysis and the production of various state- 
ments. Reports generated from the data base in- 
clude personal ledger beélances, aged debtor 
listtngs, sales analysis, cos: centre reports, trial 
balance, financial accounts and value added tax 
returns. These various apolications apart from 
cheque and invoice printing have not involved 
entering transaction data inio the system but have 
been derived from different views of the data base. 

The security and integrity of the system is pro- 
vided by user initiated bask up procedures, an 
inbuilt- audit trail and an ingenious dual cross 
referencing system which .s applied three times 
with:n the system for checking the completeness of 
account postings and the -eliability of computer 
generated totals. 

The software outlined in the book is designed for 
Commodore 8000 series microcomputers with 32K 
RAM and twin disk drives with a total of 2 
megabytes storage. The cocing instructions, which 
provide the framework of an integrated accounting 
system suite of programs, are in Basic 4 and 
therefore can be readily translated into the forms 
of Basic used on other machines provided they 
have equal RAM and disk storage. 

Tae book is aimed at professional accountants 
involved with implementir.g accounting software 
on microcomputers, students of accounting sys- 
tems and student or hobbyist programmers. How- 
ever the book’s suitability for accountants must be 
debatable. The average professional accountant 
will probably be content 10 help the client select 
suitable package software rather than become in- 
volved with the intricacies of data base accounting 
system design, irrespective of the flexibility and 
efficiency provided by it. Apart from this the book 
is successful in being of interest to the target 
readership. 

In conclusion the book may be viewed as having 
three distinct facets. At one level it provides a 
framework of program listings to enable a reason- 
ably competent non-comp ter specialist to write a 
highly flexible set of intezrated accounting soft- 
ware suitable for smaller businesses. Alternatively it 
provides an insight into tke problems of designing 


349 


accounting applications for microcomputers and 
highlights a range of possible solutions to them. 
Finally it shows that the theory of events account- 
ing, albeit in a modified form, can be successfully 
applied in the design of computer based accounting 
systems even with the capacity constraints pro- 
vided by microcomputers. Mace’s book will merit 
careful reading by those interested in any of these 
three important areas. 


University of Exeter P. A. Collier 


Review of Forecasts: Scaling and Analysis of Expert 
Judgements Regarding Cross-Impacts of Assump- 


tions on Business Forecasts and Accounting 


Measures. Robert E. Jensen American Accounting 
Association, 1983. xvii + 235pp. US $15. 


Despite the long Victorian title of this monograph, 
there is nothing in this work to do with accounting 
measures; indeed it is only peripherally concerned 
with accounting. As the author states (p. 9): 
",.. the study is open-ended as to whose, what and 
why assumptions are being analysed.’ A major part 
of the study is devoted to a marketing problem, 
of which the accounting dimensions are entirely 
neglected. But more of this below. The ideas in the 
study are set out in seven chapters. The first 
chapter devotes some small space to citing author- 
ities to establish that accounting involves assump- 
tions as an introduction to the quantification and 
scaling of opinions. The review of response scales 
quickly leads into eigenvector scaling of pairwise 
response matrices. One feels that the exposition 
must have suffered the attention of the editorial 
board and the intuitive justification of the method 
was amongst the *... hundreds of pages that were 
cut before the manuscript went to press’ (p.vil). As 
it stands the approach is presented as so much 
hocus pocus. The non-Euclidian convention 1s 
adopted that eigenvectors are normalised not when 
they have unit length when the sum of the squared 
components equals one, but when the sum of the 
components equals one. The reader has to aban- 
don the usual geometrical interpretation in multi- 
variate statistics that eigenvector components are 
cosines of rotated axes, without being offered the 
kindness of a replacement perspective. Indeed 
chapter 1 has been left so condensed that it is 
unintelligible without prior familiarity with the 
work of Saaty. An intuitive explanation of how the 
eigenvalue problem arises in opinion scaling is to 
be found in Saaty The Analytical Heirarchy Pro- 
cess (1980, p.22). 

Chapter 2 under the title ‘Introduction to 
Futurism’ is about the soft end of forecasting, and 
the ‘... many scientists, business leaders, and gov- 
ernment leaders...intrigued by the unexplained 
psychic or prophecy “gifts”? of selected oracles of 
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modern times... Most futurists believe that be- 
cause of specialised education, specialised experi- 
ences, and focused study, some “experts” possibly 
have superior ability in identifying alternative 
futures and in assessing the likelihoods or prob- 
abilities of these alternatives.’ In the taxonomy of 
knowledge futurism appears to belong to that 
category which also includes such questions as: 
‘Was God and Astronaut?’, ‘Are the Mayas de- 
scendents of Martians?’, ‘The Delphi Technique’, 
etc. The key feature of such folk-knowledge claims 
is that fundamental validity problems do not hin- 
der or interest advocates overmuch. This is not a 
categorisation that is shared by chapter 2. Implicit 
in the chapter is the notion of expertise as a 
primitive concept. 

Chapter 3 introduces the third wobbly leg in 
support of the consulting tool that is to be sub- 
sequently applied. This is cross impact (XI) prob- 
ability. The XI measures represent degree of belief 
in some way. Apparently they do not need to be 
consistent, or coherent, or conform to the laws of 
logic which govern probability. The essay does not 
say which axioms govern the behaviour of XI 
measures, but merely suggests that ‘...it is a 
misnomer to term XI estimates “probabilities”. 
They are instead index numbers of subjectively 
estimated degrees of impact of events upon other 
events’ (p. 64). Despite this vague introduction to 
these notions, no novel or unusual properties of the 
rating scales are subsequently invoked. The editors 
might have looked for their savings by deleting this 
chapter. 

Chapter 4 briefly mentions ways to go about 
identifying assumptions in business plans. Chap- 
ters 5 and 6 represent the substantive part of the 
monograph. Chapter 5 works through a 1981 
illustration of Saaty’s method of probability evalu- 
ation which was presented under the postulate that 
the factors which affected the probability estimates 
were independent. The problem was to attach 
probability weights to six different percentage in- 
creases in oil prices expected by the year 1990. All 
of these six values were supposed to depend in 
various degress on five factors, which in turn 
depended on other sub-factors in a tree structure 
or hierarchy. Saaty trimmed the resulting prob- 
ability tree by arbitrarily pruning branches on the 
basis that they were unlikely to contribute much 
probability weight in the final estimate. The re- 
search study here extends the original example to 
show that the presumption of statistical indepen- 
dence between the various branches is a very 
strong one. However, consideration of interactions 
considerably multiplies the data demands of the 
original problem. In consequence the same expedi- 
ent of pruning the problem is adopted. In the 
tradition of not being delayed by questions of 
fundamental validity, chapter 6 proceeds to the 
application of this extended technique for assessing 
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subjective probabilities to the marketing problem 
of a retail chain. The case study is about part of the 
decision whether to sell spectacle frames in the 
company’s stores. No accounting data relating to 
the problem are provided, nor any information to 
substantiate the analysis that the key uncertainty in 
the decision concerned the 1990 share of US 
eyewear market going to the retail store sector of 
the economy. The tediousness and practical 
difficulties of obtaining consistent probability as- 
sessments from six ‘top-level optical services exec- 
utives in both retail chains and independent dis- 
pensers at a national conference’ are well 
recounted. The procedure is so arduous that hav- 
ing achieved ‘...the primary purpose of this 
study—to scale the perceived impact of assumptions 
on subjective scanario probabilities’ (italics in 
Original, p.161) nothing more is said of the original 
marketing problem, nor the decision, nor therac- 
counting implications, Having attached numbers 
to market shares, the chapter abruptly ends with : 
‘Hopefully, this application is a useful first effort in 
scaling forecast probabilities and the analysis of 
forecast assumptions. Much refinement and fur- 
ther creative research remains, however, before 
such approaches are useful tools in the hands of 
auditors seeking to review forecasting assumptions 
of mangement’ (p. 163). 

One feels a deep sense of disappointment with 
the inadequacy of this conclusion, particularly 
when one reflects that the analysis and work has 
been concerned with only one lone assumption of 
the multitude of assumptions that must underpin 
any financial forecast. The usually critical author 
has not considered the performance of this prob- 
ability assessment technique compared to the alter- 
antives. There has not been any test of the pre- 
sumption that the chosen experts have any fore- 
casting ability. There has been nothing to support 
the superiority of this technique over even some- 
thing as crude as direct assessment. No evidence 
has been presented that the approach is worthwhile 
by any criterion. The assumption of linearity is not 
questioned. Voting paradoxes and the problems of 
aggregating individual judgements are ignored. In 
the eagerness to apply a consulting tool, legitimate 
concerns about validity have been glossed over. 
The auditor’s decision context in providing com- 
fort in respect of financial forecasts has been 
treated to the depth of a superficial aside. From 
Jensen a more balanced evaluation of the limited 
potential for the technique for addressing sub- 
stantive accounting issues would be anticipated. 
One is used in an eclectic subject such as account- 
ing to find researchers working on the fringes of 
knowledge in the search for novelty, and perhaps 
one needs to be gentle in applying the canons of 
orthodoxy to genuinely insightful and innovative 
but still immature knowledge claims. I do not feel 
sympathetic to this work because of its failure to 
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extend the ideas into the domain of accounting. 
Unlike, say, AAA Studies in Accounting Research 
number 2, in which Lev extends and explores the 
application of Theil’s ideas, Jensen’s exploration of 
Saaty’s ideas does not deliver the goods as far as 
accounting 1s concerned. 

The last chapter gives the author’s suggestions 
for future research. 

The presentation of the monograph is disap- 
pointing. The editing has made for a disjointed 
style. The proof reading appears to have been 
hasty, especially where formulae are concerned 
(e.g., pages 16, 22, 29, 69, 99, 100, 102, 103, 113, 
115, and 152 at least). Pages 41 and 119 are 
duplicated, as are pages 37 and 120. The binding 
split on the first day. I have seen the production 
and design of certain home computers damned for 
less. 


University of Lancaster A. Steele 


Information Sources in Management and Business. 
K. D. C. Vernon (ed.). Butterworths, 1984. 
xviii + 346 pp. £33. 7 


The book under review is the second edition of 
Use of Management and Fusiness Literature pub- 
lished in 1975. It has been expanded to include 
chapters on on-line services and computer data 
banks for business, on mar<et research reports and 
on business law. The first of these will be especially 
welcomed by many users The chapter of most 
interest to readers of this journal, that on the 
literature of accounting and corporate finance, 
written by Anthony Hopwood in the first edition, 
has been prepared by Jeremy Dent for this one. 

One theme of the book is the lack of quality of 
much management and business literature. The 
editor comments that the subject in general is ‘very 
prone to jargon, verbose writing and the invention 
of new and often repellent words to express ideas’ 
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(p. 13) and that the periodical literature is written 
in a ‘lamentable’ style and consists of a ‘mass of 
obscure and verbose articles’ (p. 49). Other con- 
tributors state that the research-oriented account- 
ing periodicals are ‘redolent of jargon’ (p. 243); 
that much of the writing of the radical school of 
organisation studies is not available in an acces- 
sible style (p. 254); that distinguished researchers 
disagree about the readability of management sci- 


‘ence and operations research journals (p. 304); and 


that readability is not ‘a virtue always possessed by 
legal tomes’ (p. 336). 

It is a function of all good reviewers of a 
publication of this kind to provide a list of minor 
mistakes. There appear to be very few but one or 
two are worth mentioning. Table 8.1 suggests that 
Jobson’s Year Book of Public Companies covers all 
quoted companies in Australia and New Zealand. 
It covers in fact only non-mining companies and 
needs to be supplemented by Jobson’s Mining Year 
Book. The UK statement of accounting practice on 
inflation accounting is SSAP 16 not SSAP 18 
(p. 229). The AICPA is wrongly credited with still 
publishing a journal entitled Management Services 
(p. 240). The journal has not been published since 
1974 and in any case had changed its name to 
Management Adviser before its demise. (Mr. Dent’s 
chapter, although otherwise good, is not very 
reliable on accounting periodicals.) Lasok and 
Bridge’s two books An Introduction to the Law and 
Institutions of the European Communities (3rd ed., 
1982) and The Law of the Economy in the European 
Communities (1980) have been conflated on p. 340 
as The Law of the Economy in the EEC (3rd ed. 
1982). Finally, it is a little odd to record Smith’s 
Wealth of Nations as an American publication 
dated 1937 (pp. 303, 316)! 

Minor blemishes apart, this is a book which can 
be strongly recommended as in general a reliable 
and comprehensive source of information. 


University of Exeter R. H. Parker 
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